





THE BANKING LAW JOURNAL 


VoLuME 78 JUNE, 1961 NuMBER 6 








CONTENTS 


BANKING LAW ARTICLES 
HOLDERS IN DUE COURSE OF CHECKS. ..........cscssssssssssssssssssessecssensssessseessees 461 
BANK’S LIABILITY TO ITS DEPOSITOR FOR HIS ARREST AS THE 
RESULT OF THE BANK’S FAILURE TO HAVE PROPERLY HON- 


CE BE Ce es GD, BRIS eiccnisnisncnscrcseccinineciccesesccsonatsctnsrsectcnsense 491 


BANKING DECISIONS 
Acquisition by Bank Holding Company of Non Banking Subsidiary Approved 507 


Drawee Bank Not Liable to Its Depositor for Paying Forged Checks ............0+ 514 

Note Voided Where Bank Filled Blank as to Place of Payment ..........ssssssee 524 

Bank Which Purchased Note in Good Faith Bound by Prior Oral Notice of 
Berry Wieiets 22 Tien TUB osiccccceicicissesscesssensnseecscsscesessconsnonsnsanncnesnsnnnsonecn 529 


REGULAR DEPARTMENTS 


BUTTONS TTI isinicsccccnsscsscacsnnscessiveesessnasesennscnensioseneseseonsatinenunstectasesstienssaseosssesontionse 533 
STATE BANKING LEGISLATION .q....ccccccsrccssccsssssssescssesssssccscecsonsssossenessesnsoonssnsesces 535 
IE TURIOOD. wicinicciensccinaseisessnsovscsvsnnissenssaneestsanesunnatsesevensnensinenentaetenisnnnneeieinasnens 541 
TRUST AND ESTATE TAX DECISIONS. ....00rcsccscccccscccscssssescccscscssssssesssesessecssssssess 544 
INVESTMENT AND FINANCE—Oscar Lasdonn ......ssssssssssssssssssssesssnsssssssreneenenes 547 
I PR TIT TRO NO hen cevssinssocsnsesnsensss cessnevisnenncenevannesnsouenanancseensssensiaveenansnneanannneeses 551 


THE BANKING LAW JOURNAL is published on the [5th of each month. 
Subscriptions, $15.00 a year in the United States and possessions; $16.00 
in Canada and foreign countries. Single copies one dollar and fifty cents. 
Material for publication is welcomed, either articles, decisions, or other 
items of interest to bankers, officers of financial institutions and their 
attorneys. While the utmost care will be given material submitted, we 


cannot accept responsibility for unsolicited manuscripts. Copyright 1961, 
by Banking Law Publishing Company. Second Class postage 
paid at Boston, Mass. 


BANKING LAW PUBLISHING COMPANY, Publishers 
89 BEACH STREET, BOSTON 11, MASS. 


M. W. Cross, Editor and Publisher; Alexander Puglisi, Business Manager 
Thor W. Kolle, Jr., Legal Editor; Oscar Lasdon, Associate Editor 
Robert S. Carlson, John J. Murphy, Assistant Legal Editors 
Allan J. Parker, Tax Editor 
Sam B. Vitt, Advertising Director 





THE BANKING LAW JOURNAL 


VoLUME 78 JUNE, 1961 NUMBER 6 


Holders in Due Course of Checks 
Editorial Staff of The Banking Law Journal 


What constitutes a holder in due course. 

Requirement of good faith. 

Notice of infirmity or defect under the Negotiable In- 
ments Law. 

Requirement that check be complete and regular under 
the Negotiable Instruments Law. 

Notice of voidable obligation under the Uniform Com- 
mercial Code. 

Incompleteness or irregularity under the Uniform Com- 
mercial Code. 

Requirement of value. 

Overdue checks. 

Dishonored checks. 

Notice before full amount paid. 

Check of principal given by agent for latter's benefit. 
Payee as holder in due course. 

Holder deriving title through holder in due course. 
Burden of proof. 

Rights of holders in due course and of other holders. 
Real defenses. 


§6.1. What constitutes a holder in due course. It frequently 
becomes necessary to determine whether the holder of a check is 
a holder in due course. The question is an important one since the 
rule is that a holder in due course holds the instrument free from 
the defects of title of prior parties and free from personal defenses 


This article is the fourth of a series to be incorporated in a book on the 
law of negotiable instruments. 
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which would be available as between the original parties to the 
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instrument, or as against a holder not in due course.* 


The term “holder in due course” is the equivalent of the ex- 
pression “bona fide holder for value without notice.” Under the 
Negotiable Instruments Law, to be a holder in due course, one 
must have taken an instrument complete and regular upon its face, 
before it was overdue, without notice of previous dishonor, in good 
faith, for value and without notice of any infirmity in the instrument 
or defect in the title of the person negotiating it.? 


Under the Uniform Commercial Code, the requirements for due 
course holding are that the holder “takes the instrument (a) for 
value; and (b) in good faith; and (c) without notice that it is 
overdue or has been dishonored or of any defense against or claim 
to it on the part of any person.”* It is also expressly provided in 
the Code that a payee may be a holder in due course.* Under the 
Code, a person does not become a holder in due course by reason of 
a bulk purchase of a business or in certain “operation of law” situa- 


tions of an extraordinary nature.® 
It is also provided in effect, in both the N.I.L. and the Code, 


1. N.ILL. §57 and U.C.C. §3-305. 


2. N.LL. §52 reads: “A holder in 
due course is a holder who has taken 
the instrument under the following 
conditions: 

“(1) That it is complete and regu- 
lar upon its face; 

“(2) That he became the holder 
of it before it was overdue, and 
without notice that it had been pre- 
viously dishonored, if such was the 
fact; 

“(3) That he took it in good faith 
and for value; 

“(4) That at the time it was nego- 
tiated to him he had no notice of 
any infirmity in the instrument or 
defect in the title of the person nego- 
tiating it.” 

West Virginia adds a _ provision 
that a payee may be a holder in due 
course and Wisconsin adds a subdivi- 
sion reading: 








“(5) That he took it in the regu- 
lar course of business.” 

3. U.C.C. §3-302 (1). 

4. U.C.C. §3-302 (2). This ac- 
cords with the West Virginia version 
of N.I.L. §52. See note 2 supra. 

5. U.C.C. §3-302 (3) reads: “A 
holder does not become a holder in 
due course of an instrument: (a) by 
purchase of it at judicial sale or by 
taking it under legal process; or (b) 
by acquiring it in taking over an es- 
tate; or (c) by purchasing it as a 
part of a bulk transaction not in regu- 
lar course of business of the trans- 
feror.” 

It is suggested that the above pro- 
vision means that acquisition of an 
instrument by any of the above means 
does not, of itself, confer holder in 
due course status. If the transferor 
is a holder in due course, the trans- 
feree should also normally have such 
status. U.C.C. §3-201 (1). 
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that a person acquiring a partial interest in an instrument may be a 
holder in due course to the extent of his interest.® 

A transferee who takes from a holder in due course may, him- 
self, also be a holder in due course under the “shelter” provisions 
of both statutes, unless such transferee is himself a party to fraud 
or illegality affecting the instrument.’ 
























§ 6.2. Requirement of good faith. What is meant by the 
N.I.L. and Code requirements that a holder in due course is one 
who takes the instrument in “good faith”?® What is “good faith”? 

It is possible that “good faith” might be measured objectively. 
In other words, if a person is asked to cash a check for a stranger 
under possibly suspicious circumstances, and does so without mak- 
ing proper inquiry as to the stranger’s identity or right to the check, 
the person cashing the check might, objectively, be regarded as 
not acting in “good faith” even if there is no indication that he 
acted in a dishonest manner.® 

Conversely, “good faith” might be measured on a subjective 
basis. In other words, was the holder acting honestly when he ac- 
quired the instrument, even though he may have been negligent 
or imprudent in his acquisition? This test might be loosely de- 
scribed as that of the “innocent simpleton.” With certain qualifica- 
tions, it is the test applied under both the N.IL.L. and the Code. 
The qualifications are covered by additional provisions in both 
statutes affecting holder in due course status. Such provisions will 
be discussed in the sections of this chapter immediately following. 





§ 6.3. Notice of infirmity or defect under the Negotiable In- 
struments Law. The qualifications to the “subjective” test of “good 
faith” arise from two other N.I.L. requirements. First, to be a 












6. N.LL. §27 and U.C.C. §3-302 
(4). 

7. N.LL. §58 last sentence and 
U.C.C. §3-201 (1). Special rules 
may apply where a former holder 


reacquires the instrument. See Chap- 
ter 5 §5.18. See also $6.13 infra. 


8 N.LL. §52 (3) and U.C.C, §3- 
802 (1) (b). Note also U.C.C. §1- 
201 (19) defining “good faith” as 
“honesty in fact in the conduct or 
transaction concerned.” 





9. The president of a bank drew 
and certified, in excess of his au- 
thority, checks on that bank which 
were later acquired by plaintiffs. It 
was held that plaintiffs could not be 
considered in a commercial legal 
sense bona fide holders of the checks 
and that no business man of com- 
mon intelligence could take such 
checks in good faith and without 
suspicion or notice of fraud. Claflin 
v. Farmers & Citizens Bank (1862) 
25 N.Y. 298, 26 B.L.J. 180. 
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holder in due course, a holder must take an instrument that is “com- 
plete and regular on its face.” In effect, a person taking an in- 
complete or irregular check might be said not to be acting in good 
faith by taking such an instrument. Secondly, it is required that 
a holder in due course is one who acquired the instrument without 
“notice of any infirmity in the instrument or defect in the title of 
the person negotiating it.” ™ 

The latter qualification is somewhat limited by another section 
of the Negotiable Instruments Law which states: “To constitute 
notice of an infirmity in the instrument or defect in the title of the 
person negotiating the same, the person to whom it is negotiated 
must have had actual knowledge of the infirmity or defect, or knowl- 
edge of such facts that his action in taking the instrument amounted 
to bad faith.”?2. The following discussion is based on the “notice 
of infirmity or defect in title” test as qualifying subjective “good 
faith.” 

If a person takes as holder a check at a time when he has 
actual knowledge that it was obtained from the drawer by fraud 
or duress, or with knowledge of other circumstances which would 
constitute a defense as between the immediate parties, then one 
of the essential characteristics of a holder in due course is lacking, 
It is fre- 


and the defense may be interposed against the holder. 
quently impossible for the drawer to show actual knowledge on 
the part of a holder, and it is not essential that he should do so; 
knowledge may be imputed to the holder from the facts surround- 
ing the negotiation of the check to him. The difficulty lies in 
determining just what facts known to the purchaser will constitute 
notice. 


10. N.LL. §52 (1). See §6.4 infra 
for further discussion. 

11. N.ILL. §52 (4). 

12. N.ILL. §56. See also N.IL. 
§55 which reads: “The title of a per- 
son who negotiates an instrument is 
defective . . . when he obtained the 
instrument, or any signature thereto, 
by fraud, duress, or force and fear, 
or other unlawful means, or for an 
illegal consideration, or when he 
negotiates it in breach of faith, or 
under such circumstances as amount 
to a fraud.” 

13. “We conclude that the statute 
means and says that . . . a holder 


must take in good faith, but if he 
does not take in bad faith, his good 
faith is sufficiently shown, and bad 
faith . . . means that he must have 
knowledge of facts which render it 
dishonest to take the particular piece 
of negotiable paper under discussion. 
Knowledge, not surmise, suspicion, 
or fear, is necessary; not knowledge 
of the exact truth, but knowledge of 
some truth, that would prevent ac- 
tion by those commercially honest 
men for whom law is made; if we 
were all gentlemanly saints, law 
would be a simpler and quite differ- 
ent thing”, Gerseta Corp. v. Wessex- 
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The purchaser of a check is not bound at his peril to be on the 
alert for circumstances which might possibly excite the suspicions 
of wary vigilance, or to watch for facts which might put a cautious 
man on his guard. He does not owe to the party who issues the 
check the duty of active inquiry in order to avoid the imputation of 
bad faith. The status of the holder is to be determined by the 
simple test of honesty and good faith, and not by a speculative is- 
sue as to his diligence or negligence. The rights of the holder cannot 
be defeated without proof of actual notice or bad faith on his part.’ 
Thus, where a check indorsed in blank by the payee was lost, and 
within a week after its issue was received by a merchant for value 
from a person whom the merchant did not know, but assumed to be 
the payee named in the check, he was held to be a holder in due 
course.?® And it has been held that evidence showing that a person 
cashing a check had no confidence in the financial responsibility of 









Campbell Silk Co. (C.A., N.Y., 1924) 
8 Fed. (2d) 236, 238. 


14. One who purchases commer- 
cial paper for full value before ma- 
turity does not owe to the one who 
put the paper afloat the duty of ac- 
tive inquiry. His rights are not to 
be deemed affected by constructive 
notice unless it clearly appears that 
the inquiry suggested at the time of 
purchase would if fairly pursued re- 
sult in the discovery of the hidden 
defect. Manufacturers & Traders 
Trust Co. v. Sapowitch (1947) 296 
N.Y. 226, 72 N.E. (2d) 166, 64 
B.L.J. 292. 

See also Chicago Dist. Elec. Gen- 
erating Corp. v. Evans (1946) 117 
Ind. App. 280, 69 N.E. (2d) 627, 
64 B.L.J. 297; Eastern Acceptance 
Corp. v. Kavlick (1950) 10 NJ. 
Super 253, 77 Atl. (2d) 49, 68 B.L.J. 
109. 


15. Unaka Nat. Bank v. Butler 
(1904) 113 Tenn. 574, 83 S.W. 655. 
The action was by the payee who 
lost the check against the drawee 
bank which paid it despite an at- 
tempt to stop payment. 


The payee of a check indorsed it 
in blank and mailed it to his bank 
for deposit. The check was stolen 
from the mails. Nine days later it 
was offered to plaintiff's sporting 
goods store by a stranger who used 
part of the proceeds to purchase a 
gun and received cash for the bal- 
ance. The stranger identified him- 
self with a purported employment 
card. Held: plaintiff acted in good 
faith and was entitled to enforce 
check against defendant drawer. 
Texas Sporting Goods Co. v. Texas 
Gulf Sulphur Co. (Tex. Civ. App., 
1935) 81 S.W. (2d) 805, 52 B.L.J. 
751. 

A person may acquire a check as 
holder in due course despite irregular 
appearance of indorsements and pres- 
ence of forged indorsement where the 
forgery was by the payee of the in- 
dorsement of his special indorsee and 
where the holder had acquired the 
check from the payee who had never 
delivered it to his indorsee. - The 
forged indorsement was not neces- 
sary to title. Hall v. Bank of Blas- 
dell (1954) 306 N.Y. 336, 118 NE. 
(2d) 464, 71 B.L.J. 604. 
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the payee but relied on the drawer’s credit would not defeat the 
status of the subsequent holder as holder in due course.'* In addi- 
tion, a person taking from the payee a check for value and without 
notice of any difficulty was a holder in due course despite the fact 
that he had recommended the payee to the drawer to perform some 
work for the latter. The holder was not required to ascertain if the 
work was actually performed properly.” 

On the other hand the purchaser of a check may not deliberately 
close his eyes to the means of knowledge which are obviously at 
hand. In one case it appeared that the indorsee of a check knew 
when he took it that payment had been refused four times by the 
bank on which it was drawn. The indorser told him that the re- 
fusal was because of lack of funds. It was held that he was put 
upon inquiry by this state of facts, that he was not a bona fide holder 
for value and that the defense of failure of consideration was good 
as against him.’* It is now specifically provided in both the Ne- 
gotiable Instruments Law and the Code that a holder in due 
course is one who took the instrument without notice that it had 
been previously dishonored if such was the fact.?® 


The fact that the purchaser of a check knows that the check 
was delivered to the payee as a gift is not sufficient to deprive the 
purchaser of the character of a holder in due course.”° But one 
who takes a check with knowledge that the consideration given 
for the check has failed, or is worthless, is not a holder in due 
course.” On the other hand, knowledge that the check was given 
in payment for goods yet to be delivered does not put the holder 
upon notice or deprive him of the rights of a holder in due course 
in the event that the payee fails to make delivery of the goods. 
This is illustrated in a case where a tractor company drew a draft on 
the defendant in consideration of two tractors to be thereafter 
delivered and the defendant accepted the draft. Before maturity, 
it was negotiated to the plaintiff for value. The plaintiff took the 



















16. Springer v. Erdman (1925) Findley Motor Co. v. Wolverton 
125 Misc. 112, 210 N.Y.S. 224, 42 (1924) 107 Okla. 128, 230 Pac. 863, 
B.L.J. 710. 42 B.L.J. 217. 


17. Boston Post Lumber Co. v. 19. N.LL. §52 (2) and U.C.C. 
Rubin (1957) 10 Misc. (2d) 629, 3-302 (1) (ce). 
169 N.Y.S. (2d) 939, 75 B.L.J. 708. 

18. Frank v. Wolf (1910) 125 20. Fulweiler v. Hughes (1851) 
N.Y. 530, 28 BLJ. 52. See also 17 Pa. 440. 
Spero v. Holoshutz (1901) 36 Misc. 21. Prentice v. First Nat. Bank 
764, 74 N.Y.S. 852; Parks, Campbell, (1924) 101 Okla. 232, 224 Pac. 963. 
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draft with knowledge that the tractors had not been delivered 
and that the defendant had stated that he would not pay the draft 
unless the tractors were delivered. It was held that this did not 
constitute notice of infirmity in the instrument and that the plain- 
tiff was entitled to enforce the instrument against the defendant 
acceptor.** 

The fact that a check bears a qualified indorsement, such as an 
indorsement “without recourse,” does not cast discredit upon it 
or put a purchaser upon notice.** And the fact that an indorsement 
on a check has been stricken out, where the circumstance is plausibly 
explained, does not put a purchaser upon inquiry.*4 Nor is the 
purchaser put upon notice by the fact that the check bears upon 
its face a memorandum of the consideration for which it was 
given,” nor by the fact that it is postdated.** But a purchaser may 
be put upon notice by the fact that a check bears a restrictive in- 
dorsement such as an indorsement for deposit.** And one who 
takes a check without the payee’s indorsement is not a holder in 
due course.** 


The fact that the holder of a check cashed it for the payee, 
who was a financially irresponsible person, does not, standing alone, 
indicate bad faith on the part of the holder.*® There may, how- 
ever, be circumstances indicating a want of financial responsibility 
or business standing on the part of the transferee sufficient to put 
a purchaser upon notice.*” 


22. Farmers & Merchants Bank v. 177 Ind. 240, 97 N.E. 930, 37 B.L,J. 

Nissen (1922) 46 S.D. 121, 190 N.W. 522. 

1014, 40 B.L.J. 108. ; 27. Soma v. Handrulis (1938) 277 
Knowledge that the instrument was) yy 223, 14 N.E. (2d) 46, 55 B.LJ. 

delivered for an executory considera- 477. 

tion does not deprive holder of status 

as due course holder. Royal Tire 28. Young v. Hembree (1938) 181 

Service Co. v. Shades Valley Boys Okla. 202, 73 Pac. (2d) 393, 55 

Club (1986) 232 Ala. 3857, 168 So. B.L.J. 214. 


139. : 29. Springer v. Erdman, supra note 
23. Werbel v. Mulien (1952) 11 16. 


N.J. 40, 93 Atl. (2d) 367, 70 B.L.J. 


106. 30. Metropolitan Discount Co. v. 

are ill _ Fondern (1915) 121 Ark. 250, 180 

Bf. Goctting v. Day (1604) S7 ow 7s 33 BLJ. 111; Johnsen 
N.Y.S. 510, 21 B.LJ. 393. - 


County Sav. Bank v. Kornhauser 
25. Roberts v. Drovers Nat. Bank (1916) 174 App. Div. 136, 160 


(1923) 199 Ky. 439, 251 S.W. 198, N.Y.S. 913, 33 B.L.J. 914; Morris 


40 B.LJ. 461. v. Muir (1920) 111 Misc. 739, 181 


26. Johnson v. Harrison (1912) N.Y.S. 913, 37 B.L.J. 302. 
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Notice to an authorized agent operates as notice to the principal 
except in a case where the agent is acting in his own behalf and in 
hostility to the principal.** 


§ 6.4. Requirement that check be complete and regular under 
the Negotiable Instruments Law. In order that the holder of a 
check may be regarded as a holder in due course, it must be “com- 
plete and regular on its face.” °° Thus, if a person acquires a check 
or other instrument containing unfilled blank spaces, the acquirer 
is not a holder in due course.** This rigorous rule has been applied 
to preclude due course holding where a person acquires a check 
in which no payee is named** or an undated check.** The rule 
has also been applied where a holder takes a check with knowledge 
that it had been delivered incomplete as to the amount.*® 

The rule would likewise apply where an inspection of the in- 
strument indicates that it has been materially altered** or that 
it has been dishonored.** Moreover, the presence on the instru- 


ment of various kinds of memoranda and notations may defeat 


31. East Lansing State Bank v. 
Keil (1920) 213 Mich. 17, 180 N.W. 
347, 38 B.L.J. 199. 

32. N.LL. §52 (1). NLL. §14 
last sentence provides that if an in- 
strument after completion “is nego- 
tiated to a holder in due course, it 
is valid and effectual for all purposes 
in his hands . . .” 


33. Britton, Holder in Due Course 
—A Comparison of the Provisions of 
the Negotiable Instruments Law with 
those of Article 3 of the Proposed 
Commercial Code, 49 Northwestern 
U. Law Rev. 4, reprinted 72 B.L.J. 
305 at 325. 

34. Massachusetts Bonding & Ins. 
Co. v. Pittsburg Pipe & Supply Co. 
(Tex. Civ. App., 1939) 185 S.W. 
(2d) 818; 57 B.L.J. 321. 

35. Goff v. Morgan County Nat. 
Bank (1940) 144 Fla. 671, 198 So. 
484. 

The fact that a check is postdated 
does not put a purchaser on inquiry 
or affect his standing as holder in 


due course. Johnson v. Harrison 


(1912) 177 Ind. 240, 97 N.E. 9830, 
87 B.L.J. 522. 

36. Cannon & Co. v. Collier (1954) 
91 Ga. App. 40, 84 S.E. (2d) 482, 
72 B.L.J. 359. 

37. Madieros v. Fellsway Motors 
(1951) 326 Mass. 656, 96 N.E. (2d) 
170, 68 B.L.J. 212, apparent altera- 
tion of date of check; Miles City 
Bank v. Askin (1947) 119 Mont. 581, 
179 Pac. (2d) 750, 171 A.L.R. 790, 
check for $5000 written in pencil, 
bearing signs of erasure in places 
where amount is written and evidenc- 
ing use of different pencil in writing 
the amount. 

The mere use of a printed note 
form with blanks filled in with dif 
ferent colored inks does not preclude 
holder in due course status. Manzon 
v. Greenwald (D.C., 1958) 145 Atl. 
(2d) 575. 

See annotation: “Indication of al- 
teration as affecting transferee’s char- 
acter as holder in due course”, 171 
A.L.R. 798. 

38. State v. Greenville Bank (Mo. 
App., 1916) 187 S.W. 597, 33 B.L.J. 
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holder in due course status.*® On the other hand, a notation on a 
check indicating the consideration for which it is given or the pur- 
pose of the check would not normally put a holder on notice and 
preclude due course status. It has been held that a notation on a 
check “For three sound mules” would not preclude a holder from 
being a holder in due course where it developed that the mules 
were not satisfactory.*° 














§ 6.5. Notice of voidable obligation under the Uniform Com- 
mercial Code. Like the N.I.L., the basic test of “good faith” under 
the Code is “subjective” in nature, ie. the test of the “innocent 
simpleton.” * The qualification to the “subjective” test arises from 
the Code requirement that a holder in due course is one who takes 
the instrument without notice “of any defense against or claim to 
it on the part of any person.” 42 The Code then enumerates certain 
situations which would preclude due course holding on the part 
of a person who, with notice thereof, acquires a check or other 
instrument.** 


662; Spero v. Holoshutz, supra note 
18. 


character as holder in due course”, 
84 A.L.R. 1377. 









A person is not a holder in due 
course where he took a certified check 
marked with two stars indicating it 
had already been paid. Silverman 
v. National Butchers & Drovers Bank 
(1906) 50 Misc. 169, 98 N.Y.S. 209, 
30 B.L.J. 242. 


39. Where a legend on the back of 
a check indicates existence of a con- 
dition precedent, holder who failed 
to make inquiry when he took check 
was not holder in due course. Mintz 
v. Purchase Discount Corp. (1941) 
82 N.Y.S. (2d) 184. 

Where a materialman takes a check 
drawn by the “owner” to the order 
of a contractor bearing the notation 
“on contract”, the materialman may 
not divert the check for some other 
use and have holder in due course 
status. Hughes v. Flint (1911) 61 
Wash. 460, 112 Pac. 633. 


See annotation: “Memorandum or 
notations on paper as affecting one’s 





40. Roberts v. Drovers Nat. Bank, 
supra note 25. 

Where a person drew a number 
of checks to the order of the same 
payee and delivered them to him 
with instructions to indorse the checks 
and deliver each of them to persons 
named in marginal notations on each 
check, but the payee instead cashed 
the checks, the person who cashed 
the checks acquired holder in due 
course status. Mills v. Hayden (1924) 
128 Wash. 67, 221 Pac. 994, 34 
A.L.R. 1372, 41 B.L.J. 365. 

The presence of small marks in red 
ink on a check near the signature is 
not sufficient to put a transferee on 
inquiry. Hudson Boiler Mfg. Co. v. 
Cardillo (1919) 106 Misc. 476, 174 
N.Y.S. 638. 

41. See Code definition of “good 
faith”, U.C.C. §1-201 (19), note 8 
supra. 

42. U.C.C. §3-302 (1) (c). 
43. U.C.C. §3-304. 
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The N.I.L. requirement that a holder, to be a holder in due 
course, have no notice of an infirmity in the instrument or defect in 
the title of the person negotiating it, together with the “actual 
knowledge” or “bad faith” test,** has no exact Code counterpart. 
The Code covers the same ground by providing that the “purchaser” 
of an instrument “has notice of a claim or defense if . . . the pur- 
chaser has notice that the obligation of any party is voidable in 
whole or in part, or that all parties have been discharged.” *® Under 
the Code, a person has notice of a fact when he has actual knowl- 
edge, when he has “received” a notice or when “from all the facts 
and circumstances known to him at the time in question he has 
reason to know that it exists.” *° 

The operation of the Code in this area might be examined against 
the following fact situation which, under the N.I.L., would not 
deprive a person of holder in due course status: Drawer D issues a 
check to the order of Payee P who indorses it in blank intending to 
deposit it in his bank. T steals the check and then cashes it with 
merchant M who does not know T or P. T represents himself to 
be P.*7 Under the Code, would M have notice “from all the facts 


and circumstances” that T is not entitled to the proceeds and could 
not himsclf enforce the check against D? It is suggested that the 


element of notice arising “from all the facts and circumstances” 
refers to more than mere suspicion, that it would not affirmatively 
require inquiry on the part of the acquirer of the instrument merely 
because he is asked to cash it for a stranger. It would seem that 
“notice” should involve some positive knowledge of irregularity, 


44, N.LL. §§52 (4) and 56. See 
text at notes 11 and 12 supra. 

45. U.C.C. §5-304 (1) (b). 

“Purchaser” is defined in U.C.C. 
§1-201 (33) as “a person who takes 
by purchase.” U.C.C. §1-201 (32) 
defines “purchase” to include “taking 
by sale, discount, negotiation, mort- 
gate, pledge, lien, issue or re-issue, 
gift or any other voluntary transac- 
tion creating an interest in property.” 

While the use in §3-304 of the 
term “purchaser” suggests the possibil- 
ity that a transferee who takes a 
check without consideration might be 
a holder in due course, “value” is 
required for due course holding un- 
der U.C.C. §3-302 (1) (a). 


U.C.C. §3-304 (1) (b) does not 
apply where a right of set-off is 
claimed against a prior party. See 
U.C.C. §3-304 Comment 8. 

46. U.C.C. §1-201 (25). The 
quoted portion in the text is from 
$1-201 (25) (c). §1-201 (25) also 
includes a test of “knowledge” as 
distinguished from “notice”. 

Circumstances under which notice 
may be deemed to have been given 
or received are spelled out in U.C.C. 
§$1-201 (26) and (27). 

47. See Unaka Nat. Bank v. But- 
ler and Texas Sporting Goods Co. v. 
Texas Gulf Sulphur Co., both supra 
note 15, for comparable fact situa- 
tions. 
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not merely a foreboding of impending evil.*® In the above hypo- 
thetical example, the “innocent simpleton” rule should apply and 
M should be a holder in due course. 

The same principle should also apply to the other “infirmity” or 
“defect in title” situations discussed earlier in this chapter.*® Where 
the transferee obtains some knowledge of the transaction or cir- 
cumstances which gave rise to the issuance or negotiation of the 
check, it should not follow that he has a positive duty to ascertain 
all the facts. More than mere suspicion is required to preclude due 
course status; despite the different language of the Code, speaking 
in terms of “notice of a claim or defense”, it is believed that some 
actual knowledge of the circumstances that would void the obliga- 
tion of a prior party, and nothing less than this, would preclude due 
course status. Knowledge sufficient to make it quite probable that 
there is fraud, illegality or failure of consideration, not mere sur- 
mise, would defeat due course holding. In effect, if not in words, 
the N.LL. test of “actual knowledge” or “bad faith” appears to be 
retained in the Code, at least where checks are concerned. 

One further point might be noted. Where a transferee takes a 
check with knowledge of the transaction that gives rise to it, either 
because of a notation on the check itself or by reason of other cir- 
cumstances, that knowledge would not of itself prevent the trans- 
feree being a holder in due course. The Code does not preclude due 
course status where a check is “issued or negotiated in return for 
an executory promise or accompanied by a separate agreement un- 
less the purchaser has notice that a defense or claim has arisen from 
the terms thereof.” ° 

It is possible that there could be fact situations of infrequent 
occurrence where a court might deny holder in due course status 
under the Code where, under the same circumstances, such status 
might have been accorded under the N.I.L. But such possible situa- 
tions are mere conjecture at this time; time will tell if the omission 
from the Code of the words speaking of “actual knowledge” or “bad 
faith” will produce dire results." In this quarter, it is believed that 
proper results should obtain. 


48. It is suggested that the state- list of notices of a claim or defense 


ment given in note 13 supra should 
apply under the Code, notwithstand- 
ing the different terminology. 


49. See §6.3 supra. 
50. U.C.C. §3-304 (4) (b). 
51. It has been suggested that the 


given in U.C.C. §3-304 is not exhaus- 
tive and that notice of a defense or 
claim not specifically covered in any 
Code language might preclude due 
course holding under U.C.C. §3-302 
(1) (ec). See State of New York 
Law Revision Commission, Legisla- 
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Lastly, the Code precludes holder in due course status where 
the holder has notice “that all parties have been discharged.” 5? Ob- 
viously, no one can be holder in due course of a cancelled check; 
this rule therefore states the obvious. It should be noted that no 
discharge of any party is effective against a holder in due course 
who has no notice thereof when he takes the instrument.®* 


§ 6.6. Incompleteness or irregularity under the Uniform Com- 
mercial Code. The Code provides that a “purchaser” has notice 
of a claim or defense if “the instrument is so incomplete, bears such 
visible evidence of forgery or alteration, or is otherwise so irregular 
as to call into question its validity, terms or ownership or to create 
an ambiguity as to the party to pay.” ™ 

The above provision would mitigate to some extent the severity 
of its N.I.L. counterpart requiring, for conferring holder in due 
course status, that the instrument be “complete and regular” on its 
face.55 The Code draftsmen state: “An instrument may be blank 
as to some unnecessary particular, may contain minor erasures, or 
even have an obvious change in the date, as where ‘January 2, 1948’ 
is changed to ‘January 2, 1949’ without even exciting suspicion.” "* 
In effect, the Code stipulates that only a patent omission or irregu- 


larity apparent from the instrument itself should preclude holder 


in due course status. It should also be noted that an undated check 
would probably not, of itself, preclude due course holding.®” 

The severity of the original N.I.L. rule is further mitigated by 
provisions of the Code that notice that an instrument is antedated 
or postdated,®* or notice that the check was issued in incomplete 
form, unless there is also notice of improper completion,®® should 
not preclude due course status. 


§ 6.7. Requirement of value. Both the Code and the N.LL. 
specify that a holder in due course is one who takes the instru- 
ment for “value.” ®° A previous chapter discusses “value” and 


tive Document (1955) No. 65 (D) 
p. 145. 

52. U.C.C. §3-304 (1) (b). Dis- 
charge of parties is governed by 
U.C.C. §3-601 and other sections 
there referred to. Discharge of the 


55. N.LL. §52 
supra. 

56. U.C.C. §3-304 Comment 2. 

57. A date is not essential under 
U.C.C. §3-114 (1). See also U.C.C. 
§3-115 Comment 2. 


(1). See §6.4 


instrument is governed by U.C.C. 
§3-601 (3). 

53. U.C.C. §3-602. 

54. U.C.C. §3-304 (1) (a). 


58. U.C.C. §3-304 (4) (a). 

59. U.C.C. §3-304 (4) (d). 

60. N.LL. §52 (83) and U.C.C. 
§3-302 (1) (a). 
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gives various examples of what constitutes “value” under both 
statutes.*! As there indicated, “value” may in some instances be 
synonymous with “consideration.” Taking a check in payment of 
an antecedent debt may also be “value.” Under certain cir- 
cumstances, bank credit may be “value” and a bank which has 
given “value” for a check taken by it for collection may be a holder 
in due course.®* This is expressly true under the Code. Value may 
also be given where the holder has a security interest in the in- 
strument, where there is an exchange of negotiable instruments or 
where the holder gives an irrevocable commitment to a third 
person.® 


§ 6.8. Overdue checks. The Negotiable Instruments Law re- 
quires that a holder in due course is one who takes an instrument 
which is not overdue.** The Code states that a holder in due course 
is one who takes an instrument without notice that it is overdue.” 
In the case of a draft or note payable at a specified time, the holder 
must show that it was negotiated to him before maturity, in order 
to have due course status. But since a check is payable immediately 
on demand, no precise rule may be laid down as to when it becomes 
overdue or “stale,” as such a check is called in banking parlance. 

The N.IL.L. provides: “Where an instrument payable on de- 
mand is negotiated an unreasonable time after its issue, the 
holder is not deemed a holder in due course.” ®* Just what con- 
stitutes an “unreasonable length of time” depends largely on the 
particular circumstances under which the question arises.®* 

No fixed rule may be drawn from court decisions as to when a 
check becomes overdue for purpose of determining holder in due 
course status.®® In general, demand notes and demand bills of ex- 


61. See Chapter 4 generally. See more than six months (or some other 


particularly §4.3 supra. fixed period of time) old. The Code 
62. See Chapter 4 §4.6 supra. See -~ ~~ ._ a ———. 
also U.C.C. §§4-208 and 4-209. U.C.C. §4-404. For discussion see 
Chapter 10. 
63. See U.C.C. §3-303. 67. N.LL. §53. 
64. N.LL. §52 (2). 68. N.I.L. $193 reads: “In deter- 
65. U.C.C. §3-302 (1) (c). mining what is a ‘reasonable time’ 


or an ‘unreasonable time,’ regard is 
66. The description of such a_ to be had to the nature of the in- 


check as “stale” should not be con-  strument, the usage of trade or busi- 
fused with that term as applied in ness (if any) with respect to such 
connection with “stale check” laws instruments, and the facts of the par- 
of a number of states, under which _ ticular case.” 

a bank may decline to pay a check 69. See B.L.J. Digest §641. Brit- 
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change are intended to circulate for longer periods than checks. 
Yet, courts appear to recognize that people, particularly business 
people, do not always negotiate or collect checks immediately upon 
receipt. Tax collectors are not the only ones who hold checks for 
processing or other reasons for fairly long periods. Cases indi- 
cate that courts will regard periods as long as six months as reason- 
able under the circumstances.7® On the other hand, it has been 
held that nine months is an unreasonable time. It appears that 
a certified check may be held for a longer period than an ordinary 
check, and it has been held that a delay of nearly six months was 
not unreasonable in connection with a certified check given as secur- 
ity for the performance of a contract.” 

Where a check is delivered to the payee after its date, it has been 
held that the date of delivery rather than the date of the check 
governs whether it is overdue.” 

The Code in general accords with the N.I.L. but provides a rule 
of thumb that a reasonable time for a check drawn and pay- 
able in the United States is thirty days.‘ The thirty day period 
is cast in the form of a presumption which might be negated by 
particular circumstances. For example, if a check drawn and pay- 
able within the United States is mailed to a payee abroad, it is 


quite possible that the thirty day presumption would not apply; the 
particular circumstances might make it difficult or impossible to 


tification cannot enforce the checks 
where it appears that the funds 
against which the checks were cer- 


ton on Bills and Notes p. 500; Beu- 
tel’s Brannan Negotiable Instruments 
Law (7th Ed.) §53 at p. 719 for 


collections of cases. 

This question should not be confus- 
ed with the question of what is a 
“reasonable time” for presentment. 
See Chapter 9 §9.10. 


70. Pan American Petroleum Corp. 
v. American Nat. Bank (19382) 165 
Tenn. 66, 52 S.W. (2d) 149. 


71. Fayette Nat. Bank v. Meyers 
(1925) 211 Ky. 185, 277 S.W. 292, 
43 B.L.J. 116; same case 221 Ky. 
186, 298 S.W. 378. 


72. National Mechanics Bank v. 
Schmeltz Nat. Bank (1923) 186 Va. 
83, 116 S.E. 380, 40 B.L.J. 540. 

But a person receiving certified 
checks for $3,000 in payment of a 
$2,500 debt twelve years after cer- 


tified have been withdrawn. Weaver 
v. Harrell (1934) 115 W. Va. 409, 
176 S.E. 608, 52 B.L.J. 55. 


73. Cowing v. Altman (1877) 71 
N.Y. 435, 27 Am. Rep. 70. 


74. U.C.C. §3-304 (8) (c) states: 
“The purchaser has notice that an 
instrument is overdue if he has rea- 
son to know . . . that he is taking 
a demand instrument after demand 
has been made or more than a rea- 
sonable time after its issue. A rea- 
sonable time for a check drawn and 
payable within the states and territo- 
ries of the United States and the Dis- 
trict of Columbia is presumed to be 
thirty days.” 

Compare the Code presumption of 
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present the check for payment within that period, and transfer 
within or without the United States might reasonably take place 
after thirty days. 


§ 6.9. Dishonored checks. Both the Code and the N.LL. 
specify that a person acquiring a check or other instrument with 
notice that it has been dishonored cannot be a holder in due course.”® 
This provision would not affect the rights of an indorser to whom a 
dishonored check is returned. Normally, notice that a check has 
been dishonored would appear from a notation on the check itself 
or a return ticket attached to it. 

On the other hand, the fact that a person taking a check has 
knowledge that the drawer does not have on deposit sufficient funds 
to pay it would not affect holder in due course status.” 


§6.10. Notice before full amount paid. The N.I.L. provides 
that a person to whom a check or other instrument is transferred and 
who receives notice of an infirmity in the instrument or defect in 
the title of the person negotiating it before he has paid the full 
amount agreed to be paid will be regarded as a holder in due 
course only to the extent of the amount paid before receiving the 
notice.** One who receives such notice, after delivery of the in- 
strument to him but before payment of any of the price, is not a 
holder in due course.”® 

The Code covers the ground by providing that a purchaser of 
a limited interest is a holder in due course only to the extent of 
the interest purchased.” 


§ 6.11. Check of principal given by agent for latter’s benefit. 
This section deals with situations where an agent or fiduciary, with 
authority to draw checks on the account of his principal or trust 
estate or to indorse checks payable to the principal or trust estate, 
draws or indorses such a check to a third party for the agent’s own 


a “reasonable time” for presentment. 
U.C.C,. §3-5038(2). 


75. N.LL. §52 (2) and U.C.C, 
§3-302 (1) (c). See also cases at 
note 18 supra. 


76. Johnson v. Harrison supra note 
26; Matlock v. Scheuerman (1908) 
51 Or. 49, 93 Pac. 828, 28 B.L.J. 
483. 


77. N.I.L. §54, which should be 
read with N.I.L. §27 providing: 
“Where the holder has a lien on the 
instrument . . he is deemed a 
holder for value to the extent of his 
lien.” 


78. Walters v. Rock (1908) 18 
N.D. 45, 115 N.W. 511. 


79. U.C.C. §3-3802 (4). 
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benefit. In general, a third party acts at his peril when he takes a 
check to satisfy the personal indebtedness of an agent or fiduciary 
or otherwise for the latter’s benefit, if the check on its face indicates 
that it represents funds belonging to the principal or trust estate. 
In other words, such a third party has questionable holder in due 
course status and he may be subsequently called upon to refund 
the proceeds of the check, if paid, to the principal or trust estate.*° 


While the N.I.L. does not expressly cover such situations, it 
appears that the result indicated above would be reached under 
the test of “good faith” as qualified by elements of “knowledge” and 
“bad faith.” * 

In general, the cases indicate that the creditor is put on notice 
and does not have holder in due course status where he receives a 
check of a corporation signed by an authorized officer thereof in 
payment of the signing officer's individual debt. 

In a Federal case arising in Illinois, the secretary of a finance 
company, authorized to sign checks up to $500, drew three checks 
on his corporate principal totalling $1,000 to the order of a bank 
in payment of his personal note held by the bank for collection. It 
was held that the bank had a duty to ascertain whether the sec- 
retary was wrongfully diverting the assets of the finance company 
and the bank was required to make restitution to the company.** 


In a Nebraska case, it appeared that an employee of a creamery 
company offered to his broker from time to time, in settlement of 
his personal stock transactions, checks of the creamery company 
with which the broker had no business dealings. The checks were 
signed by an officer of the creamery other than the dishonest em- 
ployee upon presentation by the latter of false vouchers for in- 
surance premiums due from the creamery. The broker was com- 
pelled to make restitution on the ground that it was charged with a 
duty to make inquiry when it took corporate checks for au individual 
customer's transactions.®* 


80. For collection of cases on this 
subject, see annotation: “Fiduciary 
or representative character of signa- 
ture of drawer of check in discharge 
of his own debt (or the debt of a 
third person) as notice of misappro- 
priation”, 148 A.L.R. 947. See also 
Beutel’s Brannan Negotiable Instru- 
ments Law (7th Ed.) pp. 801-819; 
Britton on Bills and Notes pp. 477- 


486; 2 Paton’s Digest, Deposits §22 
D, pp. 1751-1760. 


81. N.ILL. §§52 and 56. 


82. Culhane v. Rockford Finance 
Co. (C.A., Ill, 1984) 74 Fed. (2d) 
1, 52 B.L.J. 805. 


83. American Surety Co. v. Smith, 
Landeryou & Co. (1942) 141 Neb. 
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The above rule has also been applied with respect to checks of 
a governmental unit used to pay the private indebtedness of a 
public official. Thus, a county receiving real estate tax payments 
on property located in the county owned by the treasurer of another 
county, by means of official checks of the latter county signed by 
the treasurer, was under the duty to make reasonable inquiry.™ 

The above rule is codified in the Uniform Fiduciaries Act.*® 

The rule has not been applied, however, where a bank officer 
draws a personal check on his bank in payment of his note; the 
holder is not charged with notice that there is an attempt to mis- 
appropriate funds of the bank.*¢ 

The purchaser of a check is also generally put on inquiry where 
a corporate officer draws and signs a corporate check to his own 
order and then indorses it to his creditor in settlement of his own 
debt. 

In a Missouri decision it appeared that the president of a 
corporation, being personally indebted to a jewelry company, drew 
a check, payable to his own order, against the corporation’s bank 
account for the amount of the debt, which check he signed as presi- 
dent. He indorsed the check and delivered it to the jewelry com- 
pany. The corporation later went into bankruptcy and the trustee 
brought suit against the jewelry company for the amount of the 
check. It was held that the jewelry company was put upon notice 


(or agent). It has been enacted 
in the following states, as of the end 
of 1960: Alabama, Arizona, Colora- 


719, 4 N.W. (2d) 889, 59 B.L.J. 796. 
In some instances where a cor- 
porate check is given to pay the debt 


of a corporate agent other than the 
signer of the check, the creditor is 
not acting in bad faith by taking 
the check. Sec Union Bank & Trust 
Co. v. Girard Trust Co. (1932) 807 
Pa. 488, 161 Atl. 865. See also Uni- 
form Fiduciaries Act, note 85 infra, 
§5. 

84. American Surety Co. v. Mult- 
nomah County (1943) 171 Or. 287, 
138 Pac. (2d) 597, 148 A.L.R. 926. 


85. Uniform Fiduciaries Act §5, 9 
B Uniform Laws Anno. 10,20. 

The Uniform Fiduciaries Act cov- 
ers situations which arise where one 
person deals with another person 
whom he knows to be a fiduciary 


do, Hawaii, Idaho, Illinois, Indiana, 
Louisiana, Maryland, Minnesota, Mis- 
souri, Nevada, New Jersey, New 
Mexico, North Carolina, Ohio, Penn- 
sylvania, South Dakota, Tennessee, 
Utah, Wisconsin and Wyoming. It is 
also law in the District of Columbia. 

Some non-uniform statutes which 
accord to some degree with the Uni- 
form Fiduciaries Act have been en- 
acted in other states: e. g. New York 
General Business Law §359-1 and 
New York Negot. Inst. Law §95. See 
Chapter 8 note 55. 


86. Pope v. Ramsey Co. State 
Bank (1917) 137 Minn. 46, 162 
N.W. 1051, 34 B.L.J. 507. 
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by the form of the check as to the president’s right to use the funds 
of his corporation in payment of his individual debts and that, the 
president having no such authority, the trustee was entitled to re- 
cover the money.*? And in a Pennsylvania decision it was held that, 
where the treasurer of a corporation drew a check against its ac- 
count payable to his own order, marked “account salary,” and de- 
livered it to a trust company in payment of the interest on a per- 
sonal loan, thereby appropriating funds of the corporation, the 
bank was put on notice as to the treasurer’s authority to so use the 
corporate funds and was liable to the corporation for the amount.® 
The strict rule described above has been relaxed in Massachu- 
setts in instances where the corporate check is payable to the signing 
agent.®® The basis of the Massachusetts distinction between checks 
to the order of the principal and checks to the order of the agent or 
fiduciary appears to be that the check to the agent or fiduciary him- 
self is, on its face, an apparently proper payment by the principal to 
the fiduciary who may dispose of it as he sees fit. Such would be 
the case where a corporate treasurer draws his own salary check. 
‘This distinction has been codified in the Uniform Fiduciaries Act.® 
In certain instances, the rigorous rule affecting those who deal 
with corporate agents or fiduciaries and take checks of the principal 


to satisfy a debt of the agent or fiduciary has been mitigated. The 
rule is not applied where reasonable inquiry, if made, would dis- 
pel suspicion; the purchaser in such instances might qualify as a 
holder in due course.®! Thus, where the signing officer controls the 
affairs of the corporation (i.e. as controlling stockholder) and uses 
it, in effect, as his alter ego in conducting his personal affairs, the 
purchaser of a corporate check given for the debt of the controlling 


official may qualify as a holder in due course.®2 The purchaser 
has also been relieved from liability where the corporation might 


87. McCullam v. Mermood etc. 
Jewelry Co. (Mo. App., 1920) 218 
S.W. 345, 37 B.L.J. 310. See also 
Manhattan Web. Co. v. Acquidneck 
Nat. Bank (C.C., RI., 1904) 183 
Fed. 76, 22 B.L.J. 118. 


88. Schmitt v. Potter Title & Trust 
Co. (1915) 61 Pa. Super 301. 


89. Fillebrown v. Hayward (1906) 
190 Mass. 472, 77 N.E. 45, 23 B.L.J. 
549; Johnson-Kettell Co. v. Longley 
Luncheon Co. (1910) 207 Mass. 52, 


92 N.E. 1035. 


90. Uniform Fiduciaries Act, supra 
note 85, §6. 


91. Ward v. City Trust Co. (1908) 
192 N.Y. 61, 84 N.E. 585; Sweet v. 
Lang (D.C., Minn., 1924) 14 Fed. 
(2d) 758, 44 B.L.J. 176. 


92. Bressman Inc. v. Mosson 
(1926) 127 Misc. 282, 215 N.Y.S. 
766; Hall v. Crawford & Delphenis 
(Tex. Civ. App., 1928) 11 S.W. (2d) 
804, 46 B.L.J. 277. 
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have, by proper audit, discovered the wrongful acts of its agent in 
time to notify the third party and prevent loss on his part.** 

The purchaser of a check should also take warning where a 
check payable to the order of a corporate or other principal, drawn 
by someone else, is given by an agent in payment of his own debt 
and indorsed on behalf of the principal by the agent, who has 
authority to indorse such checks.** This rule is codified in the 
Uniform Fiduciaries Act, and would appear to apply in any instance 
where a known fiduciary indorses an instrument on behalf of his 
principal and uses it (to the knowledge of the transferee) for his 
own benefit. 

In general, the above principles also apply in related instances, 
such as where a partner gives a partnership check in payment of 
his own debt®* or where an executor, guardian or trustee gives a 
check on the estate or trust for his own benefit.°” 

The Unform Commercial Code provides: “The purchaser has 
notice of a claim against the instrument when he has knowledge 
that a fiduciary has negotiated the instrument in payment of or as 
security for his own debt or in any transaction for his own benefit 
or otherwise in breach of duty.” ®* This provision might possibly 
be limited to “fiduciaries” in the trust sense as distinguished from 


corporate or other agents, since the term “fiduciary” is not defined 
in the Code.® The provision also does not appear to cover issuance 
of a check, only negotiation. In addition, “knowledge” rather than 
“notice” is required.1° It appears that a person dealing with a 
fiduciary and taking a check indorsed by him must actually know 
that the indorser-transferor is acting as a fiduciary and that the 
transaction is for his own personal benefit. Mere knowledge on the 


93. Thornton v. Netherlands Amer- 
ican etc. Co. (1917) 178 App. Div. 
604, 165 N.Y.S. 682, 34 B.L.J. 572. 


94. Ward yv. City Trust Co., supra 
note 91. 

95. Uniform Fiduciaries Act, supra 
note 85, §4. 

96. Great Southwest Life Ins. Co. 
v. Pruitt & Harp (1936) 177 Okla. 
544, 61 Pac (2d) 683, 53 B.LJ. 
1030. 

97. People’s Nat. Bank v. Guier 
(1940) 284 Ky. 702, 145 S.W. (2d) 
1042, 58 B.L.J. 499 (executor); Em- 


pire State Surety Co. v. Nelson 
(1910) 141 App. Div. 850, 126 N.Y.S. 
453 (special guardian); Ordway Bldg. 
& Loan Assn. v. Meck (1930) 106 
N.J. Eq. 425, 151 Atl. 126 (trustee). 

98. U.C.C. §3-304 (2). 

99. Compare the broad definition 
of “fiduciary” in the Uniform Fidu- 
ciaries Act, supra note 85, §1 which 
includes “agents” etc. 

100. See distinction between “no- 
tice” and “knowledge” in U.C.C. 
§1-201 (25). Actual knowledge is 
required in the Code definition of 
“knowledge.” 





480 THE BANKING LAW JOURNAL 

part of the transferee that he is dealing with a fiduciary is not 
enough.!®!_ Under the Code rule, a check of the trust estate to the 
order of the fiduciary would not of itself give notice of an impro- 
priety. Cases where a bank permits an agent or fiduciary to de- 
posit to his personal credit checks of the principal or trust are 
dealt with elsewhere.’ * 


§ 6.12. Payee as holder in due course. The N.I.L. does not 
expressly specify whether or not the payee of a check or other 
instrument may take it as a holder in due course. In the majority 
of transactions where checks are issued the question would not 
arise, since the payee and drawer would deal directly with each 
other. In such instances, if the drawer has a defense the payee 
cannot be a holder in due course; if the drawer has no defense, the 
status of the payee in this regard is academic. 

The question may arise, however, in instances where the drawer 
and payee do not deal directly with each other, but deal with an 
intermediary party, often known as a “remitter.” 1° The holder in 
due course status of the payee may arise where the drawer makes 
a check payable to the payee but delivers it to an intermediary who 


is to deliver it to the payee for a certain purpose. The intermediary 
then turns the check over to the payee, but for a different purpose. 
Two typical examples going opposite ways involving such three- 
party transactions are summarized below. 


In one case it appeared that a person who owed the defendant 
money obtained a check from the plaintiff, payable to the defend- 
ant’s order, by falsely representing that the check would be de- 
livered to the defendant in payment for an automobile to be sold 
by the defendant to the plaintiff. He then delivered the check to 
the defendant in payment of his own debt. The defendant received 
the check in good faith with no knowledge of the contract con- 


101. U.C.C. §3-304 (4) (e) so 


or claim. 


provides. U.C.C. §3-304 Comment 
5 states that §3-304 (2), see text 
at note 98 supra, “follows the policy 
of Section 6 of the Uniform Fidu- 
ciaries Act . . .” For a statement 
of the coverage of the Uniform Fidu- 
ciaries Act, see note 85 supra. The 
Code Comment also indicates that 
a person may cash a check for a 
fiduciary without notice of a defense 


102. Cee Chapter 8 §§8.7 and 8.8. 

103. U.C.C. §3-102 (1)(a) defines 
“issue” as “the first delivery of an 
instrument to a holder or a remitter.” 
The N.I.L. makes no reference to a 
“remitter” in its definition of “issue”, 
N.I.L. $191, or elsewhere. 

For discussion of the rights of a 
remitter, see Britton on Bills and 
Notes §75 at pp. 298-303. 
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cerning the sale of the car to the plaintiff, and collected the pro- 
ceeds. The plaintiff brought suit to recover back the amount of 
the check. It was held that the defendant was a holder in due 
course within the provisions of the Negotiable Instruments Law 
and, as such, entitled to retain the proceeds of the check.” 1 


A contrary view was taken in a Washington decision where it 
appeared that a contractor obtained from the person by whom he 
was employed a check payable to a company in the plumbing supply 
business to enable him to get materials necessary for the work. The 
contractor, instead of so using the check, had a part of the amount 
credited on his account with the supply company and received the 
balance in cash. Later he purchased the supplies from the com- 
pany on credit. It was held that the company was neither a pur- 
chaser of the check nor a holder in due course, and was not en- 
titled to enforce a lien on the house, being built by the contractor, 
for the supplies furnished.’ 


The authorities appear to be in hopeless conflict as to whether 
the payee can be a holder in due course.’° The difficulty arises 
from the use of language in the “holder in due course” provision of 
of the N.I.L. which might indicate that a holder in due course may 
acquire an instrument only by negotiation, not by issue.’ 


The Code settles the conflict by expressly providing that a 
payee may be a holder in due course.’®* The status of the payee 
as holder in due course would be subject to essentially the same 
tests as accorded to any other holder.’ 


§6.13. Holder deriving title through holder in due course. 
Both the Code and the N.I:L. provide for a class of holders in due 
course who are not required to measure up to all the standards dis- 


104. Drumm Construction Co. v. 
Forbes (1922) 305 Ill. 308, 187 N. E. 
225, 26 A. L. R. 764, 40 B. L. J. 92. 

105. Bowles Co. v. Fraser (1910) 
59 Wash. 336, 109 Pac. 812, 27 
B. L. J. 780. 

106. See Beutel’s Brannan Nego- 
tiable Instruments Law (7th Ed.) 
pp. 675-690 for collection of cases. 
See also B. L. J. Digest §§628 and 
629. 

For annotations on this point see 
15 A. L, R. 487, 21 A. L. R. 1865, 
26 A. L. R. 769, 32 A. L. R. 289, 68 


A. L. R. 962, 97 A. L. R. 1215, 142 
A. L. R. 489 and 169 A. L. R. 1455. 


107. N. I. L. §52 states: “A holder 
in due course is a holder who has 
taken the instrument under the fol- 
lowing conditions: . . . (4) That 
at the time it was negotiated to him 
he had no notice of any infirmity in 
the instrument or defect in the title 
of the person negotiating it.” 


108. U. C. C. §3-302 (2). 


109. See U. C. C. §3-302 Com- 
ment 2 for discussion and examples. 
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cussed in preceding sections of this chapter. Such holders in due 
course are those who derive their titles through prior holders in 
due course. The provisions of the Code and N.I.L. in this re- 
gard are often referred to as the “shelter” provisions.’!° 

The theory behind such “shelter” provisions is basically to pro- 
tect the rights of a holder in due course, who meets the require- 
ments of good faith and other requirements, to transfer the instru- 
ment to whomever he pleases, rather than to benefit the one who 
takes from a holder in due course. It is, of course, necessary that 
there be a negotiation to confer holder in due course status on a sub- 
sequent taker, although it has been indicated that a transferee from 
a special indorsee who was himself a holder in due course but who 
did not indorse may acquire the rights of his predecessor.!™ 


A holder in due course under the “shelter” provisions may not 
himself be a party to any fraud or illegality in connection with the 
instrument.!!2_ In addition, the Code provides that a prior holder 
cannot improve his position by reacquisition. In other words if, on 
the first acquisition, he was not a holder in due course, he cannot 
negotiate to a holder in due course and then reacquire the instru- 
ment in the more favored capacity.1!* 


§ 6.14. Burden of proof. The Negotiable Instruments Law 
provides a presumption to the effect that the holder of a negotiable 
instrument is a holder in due course. The holder therefore does not 
have to establish, in the first instance, that he is a holder in due 
course in order to be entitled to recover on the instrument. This 
is presumed from his production of the instrument.'* And this is 


110. U. C. C. §3-201 (1) and 
N. I. L. $58 final sentence. 


114. N. I. L. §59 reads: “Every 
holder is deemed prima facie to be 








111. Smith v. Nelson Land & Cat- 
tle Co. (C. A., Kan., 1910) 212 Fed. 
56, 38 B. L. J. 807. 

112. U. C. C. §3-201 (1) and 
N. I. L. §58. 

113. U. C. C. §8-201 (1). The 
N. I. L. does not expressly cover this 
point but it has been held that a 
prior holder may not better his posi- 
tion upon reacquisition. See An- 
drews v. Robertson (1901) 111 Wis. 
334, 87 N. W. 190. 

For other discussion of reacquisi- 
tion, see Chapter 5 §5.18. 


a holder in due course; but when it 
is shown that the title of any person 
who has negotiated the instrument 
was defective, the burden is on the 
holder to prove that he or some per- 
son under whom he claims acquired 
the title as holder in due course. But 
the last mentioned rule does not ap- 
ply in favor of a party who became 
bound on the instrument prior to the 
acquisition of such defective title.” 

D followed a practice of paying 
his employees by drawing checks to 
their order and then cashing them 
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true even though it bears the holder's indorsement making it pay- 
able to a third party, or the holder’s indorsement is followed by 
subsequent indorsements.'!® 

But when, under the N.LL., it is shown that the title of any 
person who has negotiated the instrument was defective; in other 
words, when the party against whom the action is brought has a 
defense, then the burden is on the holder to establish by proof that 
he is a holder in due course, or that some person under whom he 
claims was a holder in due course. If he is unable to show that 
one of these situations exists, and also cannot overcome the defense 
interposed, then he cannot recover on the instrument.'® 


On the other hand, the burden to prove due course holding does 
not shift to the holder if the defense is that the title of someone who 
acquired the instrument subsequent to the defendant is defective. 
In other words, the drawer has the burden of proving that the hold- 
er is not a holder in due course if the defense is that the holder's 
title or the title of a prior holder is defective, i.e. a defense based 
on the right or claim of a third person to the instrument.”* 

In place of the N.I.L. presumption of due course holding, the 
Code requires, in the first instance, that the holder seeking to en- 
force the instrument merely produce it. The holder will auto- 
matically prevail at this point (and his status as holder in due course 
is irrelevant) unless a signature is “specifically denied” or “unless 
the defendant establishes a defense.” If it is shown that a defense 
exists, the holder then has the burden of showing that he is a holder 
in due course.1® 


for the employees upon their indorse- second clause of first sentence. 


ments, C, a creditor of D, sent his 
agent A to collect from D. D handed 
to A in payment of his bill certain 
such checks so indorsed. A, instead 
of turning them over to C, cashed 
them at B’s bar and tavern. Held: 
B might recover from D on the checks 
and is entitled to the presumption. 
Crawford v. Turner (1948) $19 Ill. 
App. 172, 48 N.E. (2d) 789, 60 
B. L. J. 652. 

See also Kinnison v. Hulett (1951) 
71 Ariz. 396, 228 Pac. (2d) 446. 


115. Doniger v. Lasoff (1925) 125 
Misc, 838, 211 N. Y. S. 486. 


116. N. I. L. §59 supra note 114, 


The circumstances under which a 
person’s title may be defective are 
described in N. I. L. §55 supra note 
12. 

For illustrative case, see Green- 
wood Trust Co. v. Speiller (1923) 
120 Misc. 655, 200 N. Y. S. 817, 40 
B. L. J. 574. 


117. N. I. L. §59 supra note 114, 
last sentence. This rule appears to 
have been applied in Crawford v. 
Turner supra note 114. See also 
Kothmann v. U. S. Steel Products Co. 
(La. App., 1953) 64 So. (2d) 858. 


118. U. C. C. §3-307 reads: 
“(1) Unless specifically denied in 
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The Code provision may, in a slight degree, represent a change 
of law from the N.I.L. since, under the latter statute, the holder 
has the burden of proof of due course status only when it is “shown” 
that there is a defective title. Under the Code, proof of a defense 
is not necessary; it is only necessary that a defense be asserted to 
impose the burden upon the holder to establish due course status."!® 
While the Code rule might possibly be considered as weakening the 
position of a holder as contrasted with such position under the N. 
I.L., the Code has the effect of giving the holder an option to (a) 
do nothing (b) rebut the defense or (c) prove that he is a holder in 
due course, when a defense is asserted.'*° The defendant has the 
burden of establishing his defense; if he fails to do so, it matters 
not whether the holder is a holder in due course. If the defendant 
establishes his defense, the holder may still prevail by proving 
due course status. 

The net result of the Code does not appear to adversely affect 
the rights of the holder against the drawer or others. 

It was previously stated that, under the N.LL., the drawer has 
the burden of proving that the holder is not a holder in due course 
if the defense is that the holder's title or the title of a prior holder 
is defective.!*!_ The Code substitutes a rule that the defendant may 


some person under whom he claims 
is in all respects a holder in due 
course.” 


the pleadings each signature on an in- 
strument is admitted. When the 
effectiveness of a signature is put in 


issue See §1-201 (8) for definition of 
“(a) the burden of establishing “burden of establishing.” 

it is on the party claiming 119. See State of New York Law 

under the signature; but Revision Commission, Legislative 

“(b) the signature is presumed pocyment (1955) No. 65 (D) 


to be genuine or authorized 
except where the action is 
to enforce the obligation of 
a purported signer who has 
died or become incompetent 
before proof is required. 


pp. 213-215 indicating the view that 
the New York law dealing with bur- 
den of proof is changed. For illus- 
tration of the New York rule, see 
New York Bankers Inc. v. Duncan 
(1931) 257 N.Y. 160, 177 N. E. 407. 
“(2) When signatures are admit- 120. See U. C. C. §3-307 Com- 


ment 3. 





ted or established, production of the 
instrument entitles a holder to re- 
cover on it unless the defendant es- 
tablishes a defense. 

“(3) After it is shown that a de- 
fense exists a person claiming the 
rights of a holder in due course has 
the burden of establishing that he or 


The holder might elect to 
both rebut the defense asserted and 
show holder in due course status. 
He might do nothing if he regards the 
defense asserted as insufficient. 

121. See text at note 117 supra. 
See also N. I. L. $59 supra note 114, 
last sentence. 
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not assert as a defense against the holder a claim to the instrument 
on the part of a third party, except a claim resulting from a theft 
of the instrument or a claim arising from a restrictive indorsement. 
In effect, the defense of jus tertii is not available, except where 
theft or a restrictive indorsement is involved. Even the defense of 
jus tertii, where theft or a restrictive indorsement is involved, is 
not available against a holder in due course.!* 


To illustrate the Code rule, D draws and delivers a check to P. 
P indorses it in blank and gives it to A to deliver it to B. A instead 
mistakenly delivers the check to C. D may not defend against C 
on the ground that P or B are entitled to the check. But suppose 
the above facts, except that A steals the check from P, which is in- 
dorsed by P in blank, and delivers it to C. D may claim that P has 
title to the check. The claim would fail if C is a holder in due course. 


§ 6.15. Rights of holders in due course and of other holders. 
One essential distinction between negotiable paper, which includes 
ordinary bank checks in proper form, and non-negotiable paper is 
that the holder in due course of a negotiable instrument may en- 
force it, even though the party whom he seeks to hold might have 
a valid defense as against some intermediate party. Thus, A gives 
his check to B in payment for certain goods. B transfers the check 
to C, who gives value for it and takes it under circumstances which 
make him a holder in due course, and the goods turn out to be 
defective. A would have a good defense against B if B brought 
an action on the check, but C, being a holder in due course, is en- 
titled to recover from A, notwithstanding B’s breach of contract. 
If, for some reason, the check involved were non-negotiable, C, the 
purchaser of the check, could not recover from A, the drawer. 
His being an innocent holder for value would not help him. He 
would take the instrument just as he would take any other contract 


122. U. C. C. §3-306 reads in part: 
“Unless he has the rights of a holder 
in due course, any person takes the 
instrument subject to . . . (d) the 
defense that he or a person through 
whom he holds the instrument ac- 
quired it by theft, or that payment 
or satisfaction to such holder would 
be inconsistent with the terms of a 
restrictive indorsement. The claim 
of any third person to the instrument 


is not otherwise available as a de- 
fense to any party liable thereon 
unless the third person himself de- 
fends the action for such party.” 

For discussion of the defense of 
“jus tertii”, see Britton on Bills and 
Notes §§157-160, pp. 747-770. 

The term “jus tertii” is defined in 
Bouvier’s Law Dictionary (1940) 
p. 634 as “The right of a third 


person.” 
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by assignment, subject to any defenses that A might have against B. 


The rights of holders in due course and contrasting rights of 
holders not in due course are set forth in both the Code and the 
N.LL. 

The N.LL. provides: “A holder in due course holds the instru- 
ment free from any defect of title or prior parties, and free from 
defenses available to prior parties among themselves, and may en- 
force payment of the instrument for the full amount thereof 
against all parties liable thereon.” !*% 


The more limited rights of a holder not in due course are 
stated in another provision of the N.I.L. reading: “In the hands of 
any holder other than a holder in due course, a negotiable instru- 
ment is subject to the same defenses as if it were non-negotiable.” 1 


With respect to the rights of a holder in due course, the Code 
provides as follows: “To the extent that a holder is a holder in due 
course, he takes the instrument free from (1) all claims to it on the 
part of any person; and (2) all defenses of any party to the instru- 
ment with whom the holder has not dealt... .” There then follow 
five exceptions, or “real” defenses to which even a holder in due 
course is subject.'*® These exceptions will be discussed in the next 
section of this chapter. 


The Code deals with the more limited rights of a holder not 
in due course by providing as follows: 
“Unless he has the rights of a holder in due course any person 
takes the instrument subject to 
(a) all valid claims to it on the part of any person; and 
(b) all defenses of any party which would be available in 
an action on a simple contract; and 
(c) the defenses of want or failure of consideration, non- 
performance of any condition precedent, non-delivery, or 
delivery for a special purpose (Section 3-408); and 
(d) the defense that he or a person through whom he holds 
the instrument acquired it by theft, or that payment or 
satisfaction to such holder would be inconsistent with 
the terms of a restrictive indorsement. The claim of any 
third person to the instrument is not otherwise available 


123. N. I. L. §57. The [Illinois 124. N. I. L. §58 first sentence. 
and Wisconsin versions specifically The second sentence is the “shelter” 
set forth certain defenses available provision referred to in §6.13 supra. 
against even a holder in due course. 125. U. C. C. §8-805. 


al 


\w 


an) 


7 a we 


ww Ss 





HOLDERS IN DUE COURSE OF CHECKS 487 


as a defense to any party liable thereon unless the third 
person himself defends the action for such party.” °° 


Both the Code and the N.I.L. also have provisions permitting 
any holder, whether or not in due course, to enforce an instrument 
in his own name. The Code also permits any holder to transfer or 
negotiate the instrument.!*7 

The net effect of both the Code and the N.I.L. is that common 
personal defenses such as fraud, duress, lack of consideration, failure 
of consideration, payment, unauthorized completion or non-delivery 
cannot be set up against a holder in due course but are available 
as defenses against other holders. 


§ 6.16. Real defenses. Not every defense can be overcome by 
a holder in due course of a check or other negotiable instrument. 
In general, defenses may be classified as “personal” or “real.” Most 
defenses are personal and are available only against holders not in 
due course. A typical example is given at the beginning of the 
preceding section of this chapter.'** 

On the other hand, real defenses are good against all persons, 
even holders in good course. A real defense might be described 
as a defense of such nature that the signature of the party on whose 
behalf the defense is asserted is a complete nullity. Common real 
defenses include infancy, incapacity, duress of such force and degree 
as to make it clear that the signature was a completely involuntary 
act, misrepresentation of such nature as to afford the signing party 
no opportunity to know the character of the instrument signed, a 
discharge under bankruptcy or insolvency laws or any other dis- 
charge known to the holder.!*® 

It is impracticable in this limited space to give more than some 


126. U. C. C. §3-306. Subdivision 
(d) of U. C. C. §3-306 is the “jus 
tertii” provision also set forth in note 
122 supra. For discussion of de- 
fenses based on rights or claims of a 
third party to the instrument, see 
§6.14 supra. 


127. N. I. L. §51 reads: “The 
holder of a negotiable instrument may 
sue therein in his own name and pay- 
ment to him in due course discharges 
the instrument.” 


U. C. C. §3-801 provides: “The 


holder of an instrument whether or 
not he is the owner may transfer or 
negotiate it and, except as otherwise 
provided in Section 3-603 on pay- 
ment or satisfaction, discharge it or 
enforce payment in his own name.” 

128. Personal defenses are set forth 
in N. I. L. §55 and U. C. C. §3-806. 

129. U. C. C. §3-305 (2) codifies 
real defenses by stating that a holder 
in due course takes the instrument 
free from “all defenses of any party 
to the instrument with whom the 
holder has not dealt except 
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general guides as to what kinds of defenses might be real de- 
fenses. Real defenses relating to incapacity of the signer might in- 
clude in addition to infancy, intoxication of such degree as to com- 
pletely deprive the signer of the use of his mental faculties’®® or in- 
sanity of the signer.’*! It also appears that duress of a very serious 
degree might be a real defense, i.e. where a person is forced at gun- 
point to sign an instrument.'*? One other real defense would be 
proof that the signer was induced to sign under a misrepresentation 
of such nature as to give him no opportunity to know the character 
of what he signed.'** 

The possibility of a holder in due course of a check facing a 
real defense based on one of the grounds given above appears 
rather remote; most of the cases appear to involve notes and many 
of the cases are of rather ancient vintage.1** 

Another possible real defense that might arise in connection with 
checks would be a defense based on illegality of the transaction 
pursuant to which the check was issued or negotiated. The validity 
of a check given in an illegal transaction would depend largely on 


maker at time of execution of note 
as affecting rights of bona fide hold- 
er’, 36 A. L. R. 633. It would ap- 


“(a) infancy, to the extent that 
it is a defense to a simple 
contract; and 





“(b) such other incapacity, or pear that intoxication is not gener- 
duress, or illegality of the ally a real defense. 
transaction, as renders the ; " : 
ditetien ff the paty 0 131. See annotation: “Insanity of 
nullity; ond maker, drawer or indorser as defense 
“(c) such misrepresentation as ree ey — course,” 24 
has induced the party to A. L. R. (2d) 1880. 
sign the instrument with 132. See discussion on this point 
neither knowledge nor rea- jn Britton on Bills and Notes §131 
sonable opportunity to ob- at pp. 587-590. 
tain knowledge of its char- 
acter or its essential terms; 133. C. I. T. Corp. v. Pamac 
end (1944) 25 Cal. (2d) 547, 154 Pac. 
“(d) discharge in insolvency pro- (2d) 710, 160 A. L. R. 1285. 
ceedings; and See annotation: “Deception as to 
“(e) any other discharge of which character of paper signed as defense 


the holder has notice when 
he takes the instrument.” 


The N. I. L. has no equivalent to 
the above Code provision. 


130. Green v. Gunsten (1918) 154 
Wis. 69, 142 N. W. 261. 
See annotation: “Intoxication of 


against bona fide holder of negotiable 
paper”, 160 A. L. R. 1295. 


134. Cases are collected in the 
annotations given in notes 180, 131 
and 183 supra. Beutel’s Brannan 
Negotiable Instruments Law (7th 
Ed.) gives an exhaustive list of cases 
at pp. 729-769. 
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the construction of a state statue proscribing the act in question; such 
a statute might be interpreted as absolutely voiding such a check 
or as merely making the check unenforceable as between the im- 
mediate parties. 

Because of the wide variety of statutes involved, space does not 
permit lengthy discussion of illegality as a real defense. Several 
examples may be cited however, based upon checks given in 
gambling transactions in contravention of prohibitory statutes.™* 

In a Kentucky case, a person who had bad luck in a game of 
chance drew a check for $1,800 to pay his losses. He then stopped 
payment on the check and apparently notified the payee he had 
done so. The payee then indorsed the check to an automobile 
dealer for the purchase of a car, not apprising the dealer of the 
facts behind the issuance of the check. It was held that the dealer 
might not enforce the check, even as a holder in due course.?** 

On the other hand, some courts have distinguished between a 
check drawn to pay a gambling debt and a check drawn for some 
other purpose but transferred by the holder to pay for his bad 
luck with the cards or dice. Thus, where a person obtained a 
cashier's check to his own order, indorsed it to another person in 
payment of a gambling debt and the indorsee then used the check 
to pay a hotel bill, it was held that the hotel might enforce the 
check, legal at its inception, against the drawer.!** 

It might also be noted that there are decisions in some courts 
which do not recognize gambling debts as a real defense and which 
permit a holder in due course to enforce a check given to pay such 
a debt.15§ 


135. See annotations: “Negotiable Contra: Savings Bank of Kansas 


Instruments Act providing for protec- v. National Bank of Commerce (C.C., 


tion of innocent holders as affecting 
statute invalidating instrument given 
for gambling transactions”, 8 A. L. R. 
$14, 11 A. L. R. 211, 87 A. L. R. 698, 
46 A. L. R. 959. 


136. Dobbs v. Holder (Ky., 1951) 
242 S. W. (2d) 605, 69 B. L. J. 41. 


137. Winnecoff Operating Co. v. 
Pioneer Bank (1942) 179 Tenn. 306, 
165 S. W. (2d) 585, 60 B. L. J. 118. 
See also Bernstein v. Fuerth (1928) 
1382 Misc. 343, 229 N. Y. S. 791, 45 
B. L. j. 761. 


Mo., 1889) 38 Fed. 800, 1 B. L. J. 
299. 

It appears that a holder in due 
course of a check given to pay a 
gambling debt may recover from a 
prior holder. Thompson v. First 
State Bank (1926) 216 Ky. 703, 288 
S. W. 762, 44 B. L. J. 308; Sakon 
v. Santini (1932) 257 Mich. 91, 241 
N. W. 160, 49 B. L. J. 352. 

138. See for example Huffman v. 
Kahn (1934) 167 Okla. 389, 29 Pac. 
(2d) 767 involving a note given in 
a gambling transaction. 
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Despite the wide variety of possible real defenses, it does not 
appear that they represent much of a hazard to the holder of a 
check. Except for real defenses based on gambling debts, there 
appear to be rather few cases where a person is unable to enforce 
payment of a check because the drawer or a prior indorser has a 
real defense. In general, it would seem that courts are reluctant to 
impair the utility of negotiable instruments by giving extended sanc- 
tion to defenses of such nature as to be good against holders in due 
course. 
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Bank’s Liability to Its Depositor for His 
Arrest as the Result of the Bank’s 
Failure to Have Properly Honored 

His Check 


WILLIAM O. MORRIS 


The question presented for consideration is whether a bank 
which through error or even deliberately has wrongfully refused 
to pay a check of one of its depositors might be held liable by 
the depositor for damages accruing to the depositor as a result 
of his being subjected to criminal prosecution for having exe- 
cuted a check which was not paid by the drawee bank. 


The law is well settled that when a bank accepts a checking 
account from a depositor the bank either expressly or impliedly 
assumes the duty to the depositor to pay on demand all checks 
which are properly drawn and properly presented to the bank 
for payment, assuming of course that the drawer has suflicient 
funds or credit with the drawee bank to cover the sum of the 
check.’ If the bank should violate this contractual duty by 
wrongfully dishonoring the depositor’s check, the depositor may 
maintain an action against the drawee bank for either breach of 
contract, and (or) in tort for breach of duty arising from the 
contract of deposit.’ 


While it has been judicially recognized that the depositor- 
drawer has a cause of action sounding in contract against the 
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drawee bank for having wrongfully refused to pay his check 
when properly presented, assuming funds or credit was avail- 
able with the bank to cover the check, such remedy in contract 
is hardly satisfactory to the depositor-drawer. If the action is 
brought for breach of contract, the recovery of damages is limit- 
ed to the amount of the check with interest from the date that 
payment was demanded and refused, and in some states by vir- 
tue of statute the additional costs of the action.* Because the 
measure of damages when the action sounds in contract is so 
limited the action by the depositor is usually brought on the 
tort theory. 


The relationship of a bank and its depositor, whether the 
depositor opens a checking or savings account, is that of creditor 
and debtor. Ordinarily a creditor may not be held liable for 
damages in tort for the mere nonpayment of his debt.‘ The 
remedy of the creditor would ordinarily be based on the theory 
of breach of a contract to pay. Notwithstanding the creditor- 
debtor relationship that exists between the bank and its de- 
positor, the courts have in certain situations, with no apparent 
hesitancy, recognized that the drawee bank may be legally liable 
to the drawer-depositor in an action sounding in tort for having 
wrongfully refused to pay one or more of the drawer-depositor's 


checks.°® 


Judge Williams in Robin v. Stewart said: “I think it cannot 
be denied that if one who is not a trader were to bring an action 
against a banker for dishonoring a check at a time when he had 
funds of the customer in his hands sufficient to meet it, and spe- 
cial damages were alleged and proved, the plaintiff would be 
entitled to recover substantial damages, when it is alleged and 
proved that the plaintiff is a trader. I think it is equally clear 
that the jury in estimating the damages may take into consider- 
ation the natural and necessary consequences which must re- 
sult to the plaintiff from the defendant's breach of contract; just 
as in the case of an action for slander of a person in the way of 


3 Woody v. National Bank of Rocky Mount, 194 N.C. 549, 140 S.E. 150 (1927). 


4 Tbid. 
5 Thid. 
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his trade, or in the case of an imputation of insolvency on a 
trader, the action lies without proof of special damages.”* In 
either case, the plaintiff is entitled to recover at least nominal 
damages which the law presumes from the wrongful act of the 
defendant. 


The decision in the Robin case not only has been generally 
followed in this country, but even extended. Such an extension 
occurs in as was said in Wood v. National Bank of Rock Mount: 
“In view of the almost universal custom now obtaining with re- 
spect to the banking business, this distinction does not seem to 
us to be well founded. A plaintiff's right to maintain this action, 
under present conditions, ought not to be dependent upon or 
determined by his business or occupation; the conditions upon 
which the distinction was founded no longer prevails.” * 


This position was further strengthened by the following 
statement taken from Morse in his works on Banks and Banking, 
section 458: “.. . It can hardly be possible that customer's check 
can be wrongfully refused payment without some impeachment 
of his credit, which must in fact be an actual injury, though he 
cannot from the nature of the case furnish independent, direct 
proof thereof... .” Exemplary damages may be given when 
the failure to pay is malicious on the part of the bank, but they 
shall not be given, unless the bank was guilty of either fraud, 
malice, gross negligence, or oppressive.” ® 


Today banks are necessarily considered to be quasi public 
institutions with all of the additional responsibilities that must 
follow from such a position. They either satisfy these additional 
responsibilities and the additional duties owed to their depos- 
itors or be faced with claims or litigations for damages for hav- 
ing violated one of these duties. As Judge Paxson said in Patter- 
son v. Marine National Bank: . . . the business of the community 
would be at the mercy of banks if they could at their pleasure 
refuse to honor their depositor’s checks, and then claim that such 
action was the mere breach of an ordinary contract, for which 
only nominal damages could be recovered, unless special dam- 

¢ 14 C.B. 594, 139 Eng. Rep. 245, 250 (1854). 


7194 N.C. 549, 554, 140 S.E. 150, 153 (1997). 
8 Morse on Banks and Banking (5th Ed. 1917) Vol. II, Sec. 458. 
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ages were proved. There is something more than a breach of 
contract in such cases....” ® 

Having established that the drawee bank may be held liable 
in tort for having violated its contractual duty to its depositor- 
drawer, let us examine a series of cases from various state courts 
wherein the drawer-depositor has sought to, and in some cases 
has been successful in his litigation for damages from the drawee 
bank on the grounds that the drawee bank had improperly re- 
fused to honor the depositor’s checks, in violation of its contrac- 
tual duty, which ultimately caused the depositor’s arrest. In 
the cases to be considered preliminary attention should be di- 
rected to the fact that one problem has been found to be com- 
mon to all of these cases and likewise dealt with by all the courts. 
That is, whether the drawee bank’s refusal to have honored its 
depositor’s check was, or was not, the proximate cause of the de- 
positor’s arrest and damages which resulted therefrom, or 
whether the swearing out of a warrant by a third person was in 
intervening force or act relieving the bank from fault. Two 
theories have been developed or recognized by the courts on 
the issue of whether the bank's act was the proximate cause of 
the depositor’s injury. One theory, which is supported by a 
group of cases, is that as a matter of law the drawee bank’s failure 
to honor the drawer-depositor’s check was as a matter of law not 
the proximate cause of the drawer-depositor’s arrest and injury, 
therefore the drawee-bank could not be held liable by the de- 
positor-drawer for the resulting damages. The second and 
better view, is that the jury in each case is entitled to determine 
as a matter of fact whether the bank’s wrongful action in dishon- 
oring the check was, or was not, the proximate cause of the de- 
positor’s damages which followed. 

In Bank of Commerce v. Goos”’ it was shown that Goos was 
a depositor of the Bank of Commerce. Goos claimed that he 
had had on deposit in the defendant bank an amount in excess of 
$3,300 and that he drew a check on this account for $804.90 pay- 
able to one Rush, who in turn presented the check to the de- 
fendant for payment; payment was refused by the defendant 


10 


9130 Penna. 419, 433, 18 Atl. 632, 633 (1889). 
10 39 Neb. 437, 58 N.W. 84 (1894). 
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bank on the pretense that plaintiff had no funds in the bank. 
Whereupon Rush filed a complaint charging plaintiff with the 
crime of obtaining a tax receipt under false pretenses and by 
falsely representing that he had funds in defendant’s bank sub- 
ject to be paid on the check of the plaintiff. Plaintiff was arrest- 
ed and confined in jail for about four hours before being released 
on bond. The fact of Goos’ arrest received wide notoriety, 
whereupon Goos seeks damages of $50,000 from the Bank of 
Commerce. 

The defendant denied that Goos had had sufficient funds in 
his account to cover the check as the bank had set-off against 
this depositor’s account the amount of a note which it held owed 
by the plaintiff thus diminishing the balance of the plaintiff's ac- 
count to an amount less than that of the check; the bank based 
its defense on the allegation that it had not wrongfully refused 
to pay the check. The bank further asserted that the filing of 
the complaint by Rush and the subsequent arrest and detention 
and publication of these acts were not the actual and necessary 
consequences of the defendant's refusal to pay the check and 
denied that damages for these acts were thus chargeable to the 
defendant's conduct. That is the bank’s refusal to pay the check 
was not the proximate cause of the damages of which the plain- 
tiff complains. The parties stipulated that if the bank had pro- 
perly exercised the right of set-off, as it claimed, then the bank 
would not be liable in damages for having refused to honor the 
check in question. 


Apparently without ruling on the question of whether the 
bank acted properly in asserting a set-off, the court did hold 
that the arrest of the plaintiff could not properly be considered 
in assessing and determining the damages claimed against the 
Bank of Commerce. The court said: “It is evident that the pe- 
tition was framed upon the theory that the bank was liable for 
the arrest and imprisonment of plaintiff, and the publication of 
that fact, whereby his credit was greatly damaged. The trial 
court, however, very properly held that these matters could not 
be charged to the bank for the mere refusal to pay the check of 
the plaintiff; his prosecution and imprisonment, and the pub- 
lished statements in violation thereof, not being the natural re- 
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sult of such refusal.” ' The action was continued to determine 


the plaintiff's damages for loss of his credit resulting from de- 
fendant’s wrongful refusal to pay the check. In the principal 
case the lower court awarded damages for the loss of the plain- 
tiff's credit standing, but the supreme court reversed the lower 
court. The higher court knew and felt that the jury had learned 
of the arrest of the plaintiff, that information which the jury 
might not properly consider was so prejudicial to the defendant 
that even though an instruction was given to the jury to disre- 
gard the evidence on this point the verdict of the lower court 
could not be sustained. 

In Western National Bank v. White,” a Texas case, the evi- 
dence was that as a result of an error on the part of an individual 
bookkeeper of the defendant a deposit which had been made by 
the plaintiff to be credited to his account had been credited to 
the account of another Mr. White. When the check drawn by 
the plaintiff was presented for payment it was dishonored, there 
being insufficient funds credited to the plaintiff's account to 
cover the amount of the check. The plaintiff's arrest followed; 
there was conflicting evidence as to who was actually moving 
party in obtaining the plaintiff's arrest for uttering the bad check. 
The defendant bank, upon being informed of the plaintiff's ar- 
rest, re-checked their deposit slips. The error was soon dis- 
covered, the sheriff notified, and plaintiff released. The plain- 
tiff based his claim against the bank in part for damages resulting 
from “mental pain, anguish, and humiliation caused by such 
further detention in arrest upon the finding that appellant bank 
was the proximate cause of the detention of appellee after the 
bank found out he was under arrest, and did not use ordinary 
care to notify the officer who had appellee under arrest that he 
had $400 to his credit in said bank.” ** 

The court stated that the testimony clearly shows that while 
the arrest of the plaintiff was unlawful and was made without the 
knowledge of the defendant-drawee and there was no evidence 
to show that the defendant bank had ratified the unlawful arrest. 


11 Bank of Commerce, 39 Neb. 437, 443, 58 N.W. 84, 86 (1894). 

12 62 Tex. Civ. App. 374, 131 S.W. 828 (1910). 

13 Western Nat. Bank v. White, 62 Tex. Civ. App. 374, 376, 131 S.W. 828, 829 
(1910). 
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Judge Levy said: “That appellant could not reasonably have 
contemplated that an unlawful arrest would result from the error 
which led to the dishonoring of appellee's check is quite clear.” 
Judge Levy added as further clarification of the position of the 
court: “The arrest therefore, could not be held, we think, to be 
the proximate result of the breach of the contract involved in the 
dishonoring of the check. .. . If, as a matter of law, the arrest 
could not be held to be the proximate result of the breach of ap- 
pellant’s contract, then in point of fact in this case appellant is 
not shown to be responsible for the further detention of the ap- 
pellee by the city marshall after it had information of his ar- 
rest.’ ** (Ital. supplied for emphasis. ) 

In the frequently cited Hartford v. All Night and Day Bank® 
case another variation of the problem was considered by the 
California Court. The check of the plaintiff having been im- 
properly dishonored by the bank, one Maphet, an indorser on 
the check, swore to and filed a criminal complaint charging the 
plaintiff with violation of the criminal code for having issued a 
check willfully and with intent to defraud, the drawer knowing 
at the time that he had not sufficient funds in or on credit with 
the bank to meet the check. The plaintiff sought $15,000 dam- 
ages for injuries resulting from this arrest and detention which 
followed. 

The facts show that the plaintiff had an account with the 
defendant bank, the account being a savings account as dis- 
tinguished from a checking account. The by-laws and rules of 
this savings bank provided that the depositor must give notice 
to the bank of his intention to make a withdrawal from the sav- 
ings account, unless the bank should waive this requirement, 
and in any event any withdrawals could only be made upon no- 
tation being made in the depositor’s passbook at the time of the 
withdrawal. While the passbook ultimately found its way to 
the bank it did not accompany the transfer of the check. 

There was nothing appearing on the check nor accompany- 
ing it which would have put the defendant-drawee bank upon 
notice nor calling its attention to the fact that the plaintiff ex- 

14 Western Nat. Bank v. White, 62 Tex. Civ. App. 374, 379, 131 S.W. 828, 830 


(1910). 
15170 Cal. 538, 150 Pac. 356 (1915). 
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pected that the check would be paid out of the sum in his sav- 
ings account, nor that the passbook was delivered to the bank to 
the end that the required entry of withdrawal might therein be 
entered. 

The plaintiff prosecuted this action on the theory that the 
defendant bank had been negligent in rejecting the check when 
it has been properly presented for payment and returning the 
mere statement that the plaintiff had “no account.” 

The court found that the defendant bank had not in the first 
instance been guilty of negligent conduct by asserting that: “We 
do not conceive it to have been the duty of the paying teller, 
under such circumstances, to have sought to learn whether the 
drawer had a savings bank account, whether the passbook was 
at the bank, and whether the check should be passed over to 
the savings department, there paid, and a withdrawal entry 
made in the passbook.” ** As additional strength to the court's 
decision, the court considered the question as to whether the 
bank’s failure to pay the check was, or was not, the proximate 
cause of the plaintiff's arrest. Judge Henshaw summarized the 
issue and the applicable law therein involved by saying: “The 
second legal principle, whose application necessarily works a 
reversal of this judgment is that the damages claimed are in no 
legal sense the proximate result of the act of negligence com- 
plained of. It did not necessarily follow that plaintiff would be 
arrested and charged with a felony because of the bank’s act. 
There was no direct causal connection between the two things 
There was an interruption and the intervention of an entirely 
separate cause, which cause was an independent human agency 
acting with an independent mind.” * 

In a later California case* the All Night and Day Bank case 
was cited with approval. Again it was held that arrest of the 
drawer-plaintiff was caused by an intervening force, and that 
the bank was relieved of legal responsibility. It should be noted 
that in this latter case the plaintiff, Tempest Beardon, was seek- 


16 Hartford v. All Night and Day Bank, 170 Cal. 538, 540, 150 Pac. 356, 357 
(1915). 

17 Hartford v. All Night and Day Bank, 170 Cal. 538, 541, 150 Pac. 356, 357 
(1915). 

18 Bearden v. Bank of Italy, 57 Cal. App. 877, 207 Pac. 270 (1922). 
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ing damages of $25,000 on the theory that the defendant bank 
had wrongfully refused to honor a check properly drawn by her, 
and that as a result the payee of the check had instigated her ar- 
rest and imprisonment for having given an invalid order and 
that she had suffered other indignities incidental to and associ- 
ated with her arrest. 

Perhaps the most considered and best written opinion in 
which the court found for the defendant bank is Waggoner v. 
Bank of Bernice.*® This case too involved the plaintiff who had 
been arrested for having passed a “bad check.” The plaintiff 
claimed that: “owing to the willful, negligent and malicious acts 
of defendant . . . said check was dishonored, and payment was 
refused and marked ‘no account’....” * In considering whether 


the defendant bank’s act was the proximate cause of the plain- 
tiffs damage, the court quoted from Holwerson v. Railway” 
in saying: “That negligence which sets in motion a train of 
events that in their natural sequence might, and ought to be ex- 
pected to, produce an injury, if undisturbed by any independent 
intervening cause, is the proximate cause of that injury.” The 


court continued by quoting from Lawrence v. Heidbreden Co.™ 
and said: “To constitute one act the proximate cause of another, 
it is not essential, according to the great weight of authority, that 
the supposed effect should have resulted of necessity from the 
act—in other words inevitable. ... Events of causation in- 
fluence may intervene between the initial act and the final result, 
without displacing of the initial act from the position of proxi- 
mate cause, if the intermediate events were natural sequence 
of the initial act.” ** Thus, it is not disputed but that a defend- 
ant may be held responsible even if the loss was not the result 
of his wrong alone, but also caused in part by his and the con- 
current wrongful act of another. 

1999 Mo. App. 165, 281 S.W. 130 (1926). 

20 Waggoner v. Bank of Bernie, 220 Mo. App. 165, 167, 281 S.W. 130, 131 

1936). 

21 tities v. Railway, 157 Mo. Log. Cit. 231, 57 S.W. 770, 774. 

22 Waggoner v. Bank of Bernic, 220 Mo. App. 165, 168, 281 S.W. 130, 131 
(1926). 

23 Lawrence v. Heidbedder Co., 119 Mo. App. 316, 93 S.W. 897 ( ). 


24 Waggoner v. Bank of Bernie, 220 Mo. App. 165, 168, 281 S.W. 130, 131 
(1926). 
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The court in ruling on the issue of whether the defendant's 
act was the proximate cause of the plaintiff's injury said: 
we are unable to discover either by reason or human experience 
how the act of the Dexter bank in causing plaintiff's arrest can 
be considered in any other light than an independent, interven- 
ing cause or force, not constituting a link in the chain of events 
which might and ought to have been expected to follow in the 
wake of defendant's act in refusing payment of plaintiff's 
check.” ** The demurrer to plaintiff's petition was thus sus- 
tained. 

In Wheeler v. Bank of Edenton” the Supreme Court of North 
Carolina, in a somewhat unsatisfactory opinion, considered the 
drawee bank's liability to the drawer for his resulting indictment, 
trial and conviction for having given a worthless check. The 
facts of the case did not show that the Edenton Lumber Co., of 
which plaintiff was an officer, actually had sufficient funds on 
deposit with the defendant to cover the check, but that the de- 
fendant had agreed to pay certain checks to be drawn by the 
Edenton Lumber Co. when presented for payment, and upon 
presentment of one of the checks the defendant refused to pay 
it. The bank’s refusal to pay the check resulted in the arrest and 
conviction of the plaintiff for having given a worthless check. 
The Edenton Lumber Co. was not a party to this litigation. The 
court in ruling for the defendant on the pleadings observed: “an 
action never lies when a plaintiff must base his claim, in whole 
or in part, on a violation by himself of the criminal law of the 
state, and this principle is not impaired even when the plaintiff 
is acting under authority of the defendant.” ** It would then 
seem that the court is saying that if the plaintiff is in fact guilty 
of the crime with which he was charged he should have no re- 
course against the bank for the bank had not acted improperly. 

To this point of the discussion consideration has only been 
given to the cases in which the plaintiff-depositor had been de- 
nied recovery against the defendant-drawee bank. Considéra- 
tion will next be extended to those cases wherein the results 


25 Waggoner v. Bank of Bernie, 220 Mo. App. 165, 170, 281 S.W. 130, 132 
(1926). 

26 Wheeler v. Bank of Edenton, 209 N.C. 258, 183 S.E. 269 (19386). 

27 Wheeler v. Bank of Edenton, 209 N.C. 258, 260, 183 S.E. 269, 270 (1936). 
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were more sympathetic to the position of the plaintiff-depositor 
and which the demurrer of the defendant was not sustained by © 
the court. Of the cases in this latter group, the earliest and one 
of the better decisions of the court which at least in part sus- 
tained the position of the plaintiff is Woody v. National Bank of 
Rocky Mountain.** The facts of this case may be thus sum- 
marized. Plaintiff executed a check in the amount of $6.00, 
payable to Hollingsworth, while having in his checking account 
an amount in excess of $50. When the check was presented 
for payment it was dishonored with a notation thereon “no ac- 
count.” The indorsee of the check caused a criminal warrant 
to be issued charging the plaintiff with giving a worthless check 
with intent to cheat and defraud. Upon proof at the trial that 
the plaintiff had always had funds on deposit with the defendant 
exceeding the amount of the check the prosecuting attorney 
consented to the entering of a “not guilty” verdict and the plain- 
tiff was discharged. The plaintiff-depositor then sued the 
drawee-bank for damages resulting from this arrest alleging that 
the bank had through its agents acted maliciously in refusing 
to pay the check. The lower court sustained the defendant's 
demurrer to the plaintiff's complaint and the plaintiff appealed 
the ruling of the lower court. 


It was shown that North Carolina had a statute which pro- 
vided that: “No bank shall be liable to a defendant because of 
nonpayment, through mistake or error, and without malice of a 
check which should have been paid had the mistake or error of 
nonpayment not occurred, except for the actual damages by 
reason of such nonpayment that the depositor shall prove, and 
in such event the liability should not exceed the amount of 
damages so proven.” * 

The court in considering the effect of this said: “Upon the 
facts admitted for the purpose of our present decision, plain- 
tiff is entitled to nominal damages at least. Liability for nomi- 
nal damages, presumed from the wrongful act of defendant, is 
sufficient to constitute a cause of action. We must therefore 
hold that there was error in sustaining the demurrer and in dis- 


“8 Woody v. National Bank of Rocky Mount, 194 N.C. 549, 140 S.E. 150 (1927). 
“9 Chapter 4, section 38, Public Laws (1921) of the State of North Carolina. 
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missing the action.” *° The court did not expressly consider the 


measure of damages to be applied for the sole issue on this ap- 
peal was the determination of the court on the lower court's rul- 
ing on the demurrer. The court did, however, assert by way of 
dicta that if “. . . the nonpayment of the check was through 
error or mistake, without malice, and no actual damage resulted 
to the depositor from such nonpayment for in such case the 
statute if applicable. If the statute is not applicable, the bank 
may, upon well settled principles, be liable to its depositors not 
only for nominal or actual damages, but also for punitive dam- 
ages.” *? 

The case which is most frequently cited in which the bank 
has been held liable for the drawer’s arrest resulting from the 
breach of duty by the bank is Mouse v. Central Savings & Trust 
Co.” The facts of the case show that the depositor had opened 
an account in the defendant’s bank on April 9, 1924. On the 
identification card the plaintiffs name read “Meuse.” The 
account was opened in the name of “G. C. Meuse,” and so writ- 
ten in the deposit book. Sometime later the plaintiff authorized 
his wife to likewise draw on the account. The account was then 
carried in the name of “Mr. and Mrs. G. C. Meuse,” but the 
plaintiff signed the card which permitted his wife to draw on 
the account “G. C. Mouse,” the wife signed the card “E. Mouse,” 
and the wife’s name also thereon appeared as “Mrs. G. C. 
Mouse.” 

The plaintiff issued two checks which were signed “G. C. 
Mouse.” These checks were dishonored by the defendant bank 
even though there were sufficient funds on deposit with the 
bank to cover these checks. The payee, Cory, was responsible 
for the issuance of a warrant for the arrest of Mouse for uttering 
checks without funds. Mouse was arrested and jailed. The 
bank having discovered its mistake made payment of the checks 
and aided in procuring Mouse’s release from prison on bond. 

Again the question of proximate cause was raised. The 
court felt that if the bank had exercised reasonable care and 


30 Woody v. National Bank of Rocky Mount, 194 N.C. 549, 556, 140 S.E. 150, 
154 (1927). 

31 Tbid. 

32 Mouse v. Central Savings & Trust Co., 120 Ohio St. 599, 167 N.E. 868 (1929). 
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diligence the drawee bank could have seen that the consequence 
of its act would lead to the arrest of the plaintiff. For it was 
clear that giving a check without funds or credit to meet it con- 
stitutes a crime, and it was likewise known to the bank that ar- 
rests often resulted from such wrongful conduct on the part of 
the depositor. It necessarily follows that resonable minded 
people might well find on these facts that the bank’s act, whether 
with or without mailce, was the proximate cause of the arrest 
even though the warrant and arrest was suggested by another, 
namely Cory. 

The Ohio Court approved the language found in Ruling 
Case Law wherein considering the effect of an intervening act 
on the defendant's liability the following statement was ap- 
proved: “It is universally agreed that the mere fact that the 
intervention of a reasonable human being can be braced between 
the defendant’s wrongful act and the injury complained of will 
not absolve him. On the contrary the general rule is that who- 
ever does a wrongful act is answerable for all the consequences 
that may ensue in the ordinary course of events even though 
such consequences are immediately and directly brought about 
by an intervening cause, if such intervening cause was set in 
motion by the original wrongdoer, or was in reality only a con- 
dition on or through which the negligent act operated to pro- 
duce the injurious results. Any number of causes and effects 
may intervene between the first wrongful cause and the final 
injurious consequence; and if they are such as might, with rea- 
sonable diligence have been foreseen, the last result, as well as 
the first, and even intermediate results, is to be considered in law 
as the proximate result of the first wrongful cause.” The Ohio 
court has thus found that the fact that a third party actually 
swears out a warrant for the arrest does not as a matter of law 
break the chain of causation.” * 


The court sought to distinguish the facts of this case from 
those of the Hartford case which reached a contrary conclusion. 
Judge Allen said: “There was evidence in the record to show, 
in our opinion, that the act of the bank was the causative factor 


33 Mouse v. Central Savings & Trust Co., 120 Ohio St. 599, 605, 167 N.E. 868, 
870 (1929). 
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in the entire transaction. The very gift of the prosecution was 
the nonpayment of the check. If at any time prior to the insti- 
tution of the prosecution the bank had notified Cory of its mis- 
take, concededly Cory would not have sworn out the affidavit 
and caused the warrant to issue. This is not the case in which 
the negligence of the bank was a mere condition upon which 
the independent act of Cory intervened to produce the result. 
The case is differentiated from Hartford case, . . . by the fact that 
Cory deliberately consulted with the bank, looked over its books 
with the bookkeeper, and made a searching investigation before 
he instituted the prosecution. Hence evidence was presented 
tending to show that the act of Cory was under the control of 
the bank, in the sense that if its bookkeeper had carefully com- 
pared the entire records, and had observed the name ‘Mouse’ 
plainly written in at least three places on the records of the bank, 
it would have been evident that Mouse had an account with the 
depositary, and the arrest would have been stayed.” ™ 

A slightly different approach to the problem may be seen in 
Macrum v. Security Trust & Savings Co.” case. The question 
of whether a manager who drew checks on behalf of his prin- 
cipal might recover from the bank for his arrest and imprison- 
ment for having uttered a bad check when as a matter of fact 
the employer did have sufficient funds on deposit to cover the 
check was considered. The checks were drawn in the name of 
the company, the plaintiff's employer. 

It is recognized that the basis of all actionable torts is that 
the law imposes a duty on an action not to do negligently or 
wrongfully any act which would probably injure another, unless 
there is some justification for the act. Applying this rule to the 
case under consideration, the court felt that it was for the jury 
to determine the question of whether the defendant's act was 
the proximate cause of the plaintiff's injury and not one of law 
to be determined by the judge. The court speaking through 
Judge Foster said: “As applicable to the instant case, the jury 
may find that the banker should have had knowledge of the peril 
of plaintiff individually to sustain some nature of damage as the 
~ 84 Mouse v. Central Savings & Trust Co., 120 Ohio St. 599, 603, 167 NE. 868, 


869 (1929). 
35 221 Ala. 419, 129 So. 74 (1930). 
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proximate result of the wrongful refusal to cash the check issued . 
by the plaintiff, the manager, and in the name of his principal. 
Stated otherwise, could it be said to be reasonably foreseeable, 
or that there was reasonable danger that his plaintiff individually 
would sustain damage, as the proximate result of the alleged 
negligent, willful, or wanton wrong of the bank, though such 
wrong consists of a breach of contract with the plaintiff's prin- 
cipal, for which such principal would have a tort action? Our 
conclusion is that the answer to the above inquiry is that it 
should be left to the jury on proper proof and not be determined 
as a matter of law whether such alleged wrong did or did not 
proximately injure him and constitute the basis of a tort action, 
when the complaint alleged that it did.” *° 


The only case discovered in which a verdict of damages for 
the depositor against the bank was actually sustained was Col- 
lins v. City National Bank and Trust Co. of Dansbury.” In the 
Collins case the plaintiff drew a check for $3.62 on the defend- 
ant bank which he cashed at the Canan National Bank. The 
check after having passed through the clearing house was pre- 
sented to the defendant for payment, payment being refused 
with the notation “no account.” The plaintiff had sufficient 
funds on deposit to cover the check, but the bank had negligent- 
ly failed to discover the plaintiff's account. The court said: 
“The head bookkeeper believed that it was a crime for a person 
to draw a check on a bank where he had no account and realized 
that by returning the check so marked he was exposing the plain- 
tiff to prosecution for a crime.” ** When the check was returned 
to the Canan National Bank with the notation “no account” it 
formally registered a complaint with the state police who in 
turn swore out a warrant for the arrest of the plaintiff. The 
court felt that the acts of the Canan National Bank and the 
police did not as a matter of law, act as an intervening 
force or act in the sense that either broke the chain of causation 
between the negligent act of the defendant and the resulting 
injury to the plaintiff. 

86 291 Ala. 419, 422, 129 So. 74, 76 (1930). 
87131 Conn, 167, 38 A.2d 582 (1944). 


38 Collins v. City Nat. Bank & Trust Co. of Danbury, 131 Conn. 167, 169, 38 
A.2d 582, 583 (1944). 
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This court in sustaining a verdict for the plaintiff of $2,000 
said while there was no award of punitive damages the amount 
allowed was liberal, but could not be said by the court to be so 
excessive as to require interference by the court. 


The court in summarizing its position relating to the prob- 
lem of whether the defendant’s action was the proximate cause 
of the plaintiff's damages stated its position as follows: “A 
primary duty of a commercial bank to its depositors is to honor 
the latter’s checks when they are good, . . . before refusing to do 
so, it should use reasonable care to ascertain whether this duty 
had been breached. The test to be applied was, ‘would the 
ordinary man in the defendant's position, knowing that he knew 
or should have known, anticipate that harm of the general na- 
ture of that suffered was likely to result.’ Looking back from 
the injury to the negligent act, the jury reasonably could have 
found the necessary causal connection. This is the correct 
method of determining the existence of proximate cause.” * 


From the examination of all the cases cited it is the issue of 
proximate cause and intervening force which has been found to 
be common to all of these cases and resulted in conflict in the 
decisions. Some courts obviously feel as a matter of law that 
the drawee bank should not be held liable for the subsequent 
arrest of one of its depositors for allegedly having given a 
“worthless check” even though the bank had acted in error in 
refusing to pay a check which they had by contract expressly or 
impliedly agreed to honor, because of the intervening act of a 
third person. Other courts are of the opinion that the decision 
on the issue of proximate cause should be determined by the 
jury, that is the jury should find that the bank should be held 
liable for the full consequences, including damages resulting 
from the arrest of the depositor. It should be noted that the 
decisions on this troublesome point are fairly evenly divided in 
number. As the problem presents itself each state therefore 
must make its own determination as to which is the smoother 
and better path to follow. 


39 Collins v. City Nat. Bank & Trust Co. of Danbury, 131 Conn. 167, 170, 38 
A.2d 582, 583 (1944). 
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BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





Acquisition by Bank Holding Company of Non 
Banking Subsidiary Approved 


Section 4(a) of the Bank Holding Company Act of 1956 
prohibits the acquisition by a bank holding company of any 
voting shares of a company which is not a bank. Section 4(c) 
(6) of the Act excepts shares of a non-banking company if all 
the activities of the company are of a financial, fiduciary, or 
insurance nature, and if the Board of Governors of the Federal 
Reserve System determines that all the activities of the company 
are so closely related to the business of banking as to be a proper 
incident thereto. 


On March 9, 1961, the Board made an order granting the 
request of St. Joseph Agency, Inc., a bank holding company, of 
South Bend Indiana for a determination that the acquisition 
and retention of the shares of stock of an insurance agency sub- 
sidiary were exempt from the prohibitions of Section 4(a) of 
the Act. The Board concluded that the exception of Section 
4(c)(6) was applicable after “considering historical, physical 
and personnel relationships between Applicant [and its bank- 
ing subsidiaries]; the extent of direct connection between the 
proposed activities of Insurance Agency and the activities of 
those three related banks; the degree to which common cus- 
tomers will be enjoyed by both; [and] the fact that banks are 
permitted by Indiana law to conduct an insurance business, . . .” 
In re St. Joseph Agency, Inc., Order and Statement of Board of 
Governors of the Federal Reserve System, March 9, 1961. The 
Order and Statement of the Board follow: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 119.5. 
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ST. JOSEPH AGENCY, INC. 
In the Matter of the Request of St. Joseph Agency, Inc. for determination 
under Section 4(c)(6) of the Bank Holding Company Act of 1956, in 
regard to the proposed interest in St. Joseph Insurance Agency, Inc. 


Docket No. BHC-57. 
ORDER 


The St. Joseph Agency, Inc., South Bend, Indiana, a bank holding 
company within the meaning of Section 2(a) of the Bank Holding Com- 
pany Act of 1956 (12 USC § 1841), has filed a request for a determina- 
tion by the Board of Governors of the Federal Reserve System that a 
corporation which has been formed, St. Joseph Insurance Agency, Inc., 
also of South Bend, Indiana, and its prospective activities, are the kind 
described in Section 4(c)(6) of the Act and Section 222.5(b) of the 
Board’s Regulation Y (12 CFR 222.5(b)), so as to make it unnecessary 
for the prohibitions of Section 4 of the Act with respect to acquisition 
and retention of shares in nonbanking organizations to apply in order 
to carry out the purposes of the Act. 

A hearing having been held pursuant to Section 4(c)(6) of the Act 
and in accordance with Section 222.5(b) and 222.7(a) of the Board’s 
Regulation Y; a brief in support of its request having been filed by the 
St. Joseph Agency, Inc.; the Hearing Examiner having filed on January 
19, 1961, his Report and Recommended Decision wherein he recom- 
mended that the request with respect to St. Joseph Insurance Agency, 
Inc., be approved, the time for filing with the Board exceptions and 
brief to the recommended decision of the Hearing Examiner having ex- 
pired and no exceptions having been filed; the Board having given due 
consideration to all relevant aspects of the matter, and all such steps 
having been taken in accordance with the Board’s Rules of Practice for 
Formal Hearings (12 CFR 263): 

IT Is HEREBY ORDERED, for the reasons set forth in the accompanying 
Statement of the Board of this date, that St. Joseph Insurance Agency, 
Inc., and its proposed activities are determined to be so closely related to 
the business of banking or of managing or controlling banks as to be a 
proper incident thereto and as to make it unnecessary for the prohibi- 
tions of Section 4 of the Bank Holding Company Act of 1956 to apply in 
order to carry out the purposes of that Act, and, therefore, Applicant’s 
request with respect to St. Joseph Insurance Agency, Inc., shall be, and 
hereby is, granted provided that St. Joseph Insurance Agency, Inc., shall 
engage only in the general insurance business and in no other activity 
or activities; and provided further that this determination shall be sub- 
ject to revocation by the Board if the facts upon which it is based should 
substantially change in such a manner as to make the reasons for such 
determination no longer applicable. 

‘Dated at Washington, D. C., this 9th day of March, 1961. 

By order of the Board of Governors. 
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Voting for this action: Governors Balderston, Szymczak, Robertson, 
Shepardson, and King. Absent: Chairman Martin and Governor Mills. 


(Signed) Merrir SHERMAN, 
Secretary. 
[SEAL] 
STATEMENT 

Background of the case. Under date of September 30, 1960, the St. 
Joseph Agency, Inc. (hereafter sometimes called the “Applicant”), an 
Indiana corporation with its principal office and place of business 
in South Bend, Indiana, and a bank holding company as de- 
fined in Section 2(a) of the Bank Holding Company Act of 
1956 (the “Act”), filed with the Board of Governors of the Federal Re- 
serve System (the “Board”) a request for a determination that the ac- 
quisition and retention of all of the shares of stock in a nonbanking 
subsidiary, the St. Joseph Insurance Agency, Inc. (“Insurance Agency”), 
and the proposed activities of that subsidiary, will be of such a nature as 
to be exempt from the prohibitions of Section 4(a) of the Act. 

Section 4(a) of the Act makes it unlawful, subject to certain excep- 
tions, for a bank holding company (1) to acquire direct or indirect own- 
ership or control of voting shares of any company that is not a bank, or 
(2) to retain direct or indirect ownership or control of voting shares of 
any such company after two years from date of enactment (May 9, 1956) 
of the Act. Insurance Agency is a nonbanking company incorporated 
under the laws of the State of Indiana on May 16, 1960, all of the stock 
of which Applicant proposes to acquire and retain. 

The Applicant’s proposed acquisition of stock of Insurance Agency 
escapes the prohibitions of the Act only if it falls within one of the ex- 
ceptions provided by the Act. Section 4(c)(6) of the Act excepts shares 
of a nonbanking company if two requirements are met: (1) if all the 
activities of the company are of a financial, fiduciary, or insurance nature, 
and (2) if the Board determines on the basis of the record made at a 
hearing, that all the activities of the company are so closely related to the 
business of banking or of managing or controlling banks as to be a proper 
incident thereto and as to make it unnecessary for the prohibitions of 
Section 4 to apply in order to carry out the purposes of the Act.! Section 
222.5(b) of the Board’s Regulation Y, issued pursuant to the Act, para- 


1 The relevant language of the Act is as follows: 

“Sec. 4(a) Except as otherwise provided in this Act, no bank holding company 
shall— 

“(1) after the date of enactment of this Act acquire direct or indirect ownership 
or control of any voting shares of any company which is not a bank, or 

“(2) after two years from the date of enactment of this Act . . . retain direct or 
indirect ownership or control of any voting shares of any company which is not a 


bank or a bank holding company. .. . 
* ° ° o o 


“(c) The prohibitions of this section shall not apply— 
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phrases the provisions of the Act, but requires that the activities of a 
company must be closely related to the business of banking or of man- 
aging or controlling banks “as conducted by such bank holding company 
or its banking subsidiaries.” 

As required by the Act a hearing on the Applicant’s request was held 
at Chicago, Illinois, on November 21, 1960, before a duly designated 
Hearing Examiner. Following the conclusion of the hearing, Applicant 
submitted proposed findings of fact and conclusions of law. On January 
19, 1961, the Hearing Examiner filed with the Board his Report and Rec- 
ommended Decision wherein he recommended approval of the Appli- 
cant’s request. 

The salient facts with respect to the insurance business to be carried 
on by Insurance Agency are set forth hereafter in this Statement. Addi- 
tional facts with respect to its activities are contained in the Hearing 
Examiner’s Report and Recommended Decision attached hereto; and to 
the extent not inconsistent with this Statement, the findings of fact made 
by the Hearing Examiner are hereby adopted. 

In determining whether or not the pending request should be granted, 
the Board has considered solely the facts embraced in the record of the 
hearing held in this matter. In addition, however, the Board has con- 
sidered arguments presented in the Applicant’s proposed findings of fact 
and conclusions of law, and the Hearing Examiner’s Report and Recom- 
mended Decision. The Board’s findings and conclusions are hereafter 
set forth. 

Factual summary. St. Joseph Bank and Trust Company (“Bank”) 
is a State bank whose principal office is located in South Bend, Indiana. 
Bank has two branches, one north of the city of South Bend, in the 
village of Roseland, and the other in the southeastern part of the city, 
on Miami Street. Bank is third in size of five commercial banks in 
South Bend, a city whose population is approximately 130,000. 

Applicant’s history can be traced to an insurance department operat- 
ed in connection with a predecessor of Bank, St. Joseph Loan and Trust 
Company. The insurance department was incorporated in 1935 and it is 
this corporation which is the Applicant in the present proceedings. 
Applicant now owns 4,110-7/ shares of the outstanding 25,000 shares of 
Bank, which was organized in 1939. Applicant also owns a majority of 
the 1,750 outstanding shares in the Hamlet State Bank of Hamlet, In- 
diana, and of the 2,500 outstanding shares of stock in Central State Bank 
of Lakeville, Lakeville, Indiana. All 25,000 shares of Applicant’s stock 


“(6) to shares of any company all the activities of which are of a financial, fidu- 
ciary, or insurance nature and which the Board after due notice and hearing, by 
order has determined to be so closely related to the business of banking or of man- 
aging or controlling banks as to be a proper incident thereto and as to make it 
unnecessary for the prohibitions of this section to apply in order to carry out the 
purposes of this Act... .” 
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are held in trust by Bank as Trustee for its own shareholders, under a 
trust agreement dated January 21, 1944. Each share of stock in Bank is 
endorsed to show that the share carries a beneficial interest in the trust 
which holds the stock of Applicant. Accordingly, both Bank and Appli- 
cant are bank holding companies. 


The Hearing Examiner states that: 


“The Applicant . . . engages in the business of selling all forms of 

casualty, fidelity, and liability insurance to the general public, but pri- 
marily to customers of the banks it is associated with and principally 
in connection with bank loans. It does not sell life insurance as such, 
but does sell what is known as credit life insurance... .” 
Applicant estimated that approximately 80 per cent of the total premium 
volume on insurance written by it comes from customers of the asso- 
ciated banks and that the remainder comes from such sources as former 
bank customers, or casual customers who walk in off the street. The 
Applicant does not solicit insurance business from the general public. 
The estimated proportions are supported by analysis of 28 accounts of 
the largest depositors and best customers of Bank, which shows that in 
1958 these accounts produced 41 per cent of the total net premiums of 
Applicant, and that in 1959 they produced 43 per cent of the same total. 
Similarly, it is estimated that 40 to 50 per cent of the insurance required 
in connection with loans made by the installment credit departments 
operated by Bank and by the Central State Bank of Lakeville is supplied 
by Applicant. Applicant surveys all the insurance needs connected with 
loans by these departments and makes recommendations based on the 
surveys. Applicant makes similar surveys in connection with mortgage 
loans by these two banks, and counsels all three of the banks generally 
in connection with their insurance needs. The banks do not require 
that insurance be purchased from Applicant in connection with loans, 
and the Hearing Examiner found that “many of the services of the Ap- 
plicant are performed without the direct knowledge of the bank cus- 
tomers involved.” These services appear to be rendered without charge. 
Applicant also furnishes the insurance on the property of the three re- 
lated banks and all their other direct needs for insurance. 


Operation of Applicant is closely connected with that of Bank. Ap- 
plicant’s office is located on the premises of Bank, the two companies 
sharing a common lobby and a common entrance. Applicant pays rent 
to Bank for the use of the office. The employees of Applicant are cov- 
ered by Bank’s hospital, medical, and pension plans. Bank and Appli- 
cant have identical Boards of Directors, and all officers of Applicant have 
an official connection with Bank. Some officers and directors of Appli- 
cant also interlock with some officers and directors of the two other re- 
lated banks. While Applicant's employees are not also employees of 
Bank, Bank’s auditors handle the auditing of Applicant, and the general 
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manager of Applicant is a member of the management committee of 
Bank. 

In the past, Applicant has engaged in certain activities in addition to 
the writing of insurance. As found by the Hearing Examiner, these 
activities included “buying and selling real estate, and dealing in stocks 
and bonds” as well as making “loans of money to persons who could not 
qualify for bank loans,” most of these loans having been made to em- 
ployees of Bank. However, it appears from the record that these other 
activities have substantially ceased, and Applicant indicates that only 
the insurance activities will be transferred to Insurance Agency. 

While no evidence was introduced at the hearing tending to show 
how prevalent is the practice in the area of operating insurance agencies 
in connection with banks, the Hearing Examiner found that 


“The Indiana laws do not prohibit the operation of an insurance depart- 
ment by banks, and the evidence shows that banks in the City of South 
Bend, other than those connected with the Applicant, have related in- 
surance businesses. 


“This practice has continued in South Bend, Indiana, without objec- 
tion from the banking authorities, for some twenty-five years.” 


Preliminary requirement as to nature of activities. Assuming that 
Insurance Agency will confine itself to selling insurance and counseling 
the related banks on insurance matters, it appears that the preliminary 
requirement for exemption under Section 4(c)(6) of the Act will be 
met—that all the activities of the company involved will be of an in- 
surance nature. 

Relation to banking business. In addition to the required finding dis- 
cussed above, as to the nature of the company’s existing or proposed busi- 
ness, the statute and the Board’s Regulation Y also require that the com- 
pany’s activities must be determined by the Board to be so “closely 
related” to the business of banking or of managing or controlling banks, 
as conducted by the Applicant or its banking subsidiaries, as to be a 
“proper incident” to such business and as to make it unnecessary for the 
prohibitions of Section 4 of the Act to apply in order to carry out the 
purposes of the Act. This determination is to be made on the basis of 
all the relevant facts and circumstances disclosed at a hearing held in 
the case. 

The weight which the Board believes should be given various factors 
and circumstances was discussed at length in its Statement in the First 
Bank Stock Corporation matter, 1959 Federal Reserve BuLLetin 917, 
930-933. Applying the reasoning therein set forth to the present case, it 
is the Board’s judgment that the direct connection which the record re- 
flects between the proposed activities of Insurance Agency and the three 
related banks, when considered in the light of the physical per- 
sonnel, and historical connection between the banks and Applicant, 


















BANK HOLDING COMPANY 





513 


is sufficiently established so as to satisfy the statute’s requirement 
as to close relationship. Insofar as Applicant's insurance activities are 
related to the business of banking as conducted by Applicant's 
banking subsidiaries, Hamlet State Bank and Central State Bank of 
Lakeville, that relationship would appear to meet the requirements of 
Section 221.5(b) of Regulation Y. While this portion of Applicant's 
insurance activities, taken alone, might not constitute enough of the 
whole to justify a favorable determination, it is belived that in view of 
the purpose of the regulation and of the statute, the relationship between 
insurance activities of Applicant and the banking business of Bank, the 
parent holding company, may also be taken into consideration and that 
the total relationship substantially supports a favorable determination. 

Closeness and propriety of relationship. On the basis of the record 
and particularly the facts heretofore stated, it is the Board’s view that the 
activities of Insurance Agency will bear a direct and substantial relation- 
ship to the business of the three banks which are related to Applicant. 
For the reasons set forth in the Board’s Statement in the First Bank Stock 
Corporation matter, cited above, and incorporated herein, the Board be- 
lieves that the relation of Insurance Agency's activities to the business 
of Bank, the parent holding company, and of Hamlet State Bank and the 
Central State Bank of Lakeville, Applicant’s subsidiaries, will not be in- 
consistent with the purposes of the Act. 

Conclusion. After considering historical, physical, and personal re- 
lationships between Applicant and Bank and Applicant’s other two bank- 
ing subsidiaries; the extent of direct connection between the proposed 
activities of Insurance Agency and the activities of those three related 
banks; the degree to which common customers will be enjoyed by both; 
the fact that banks are permitted by Indiana law to conduct an insurance 
business, and that bank-related insurance agencies have existed in the 
South Bend area for more than twenty-five years without objection from 
State bank supervisory authorities; the Board concludes that the activi- 
ties of Insurance Agency will be so closely related to the business of 
banking as conducted by St. Joseph Bank and Trust Company, Hamlet 
State Bank, and Central State Bank of Lakeville as to be a proper incident 
thereto and as to make it unnecessary for the prohibtions of Section 4 
of the Act to apply in order to carry out the purposes of the Act. 

The other activities of Applicant present a different question. The 
Board has held in Application of Otto Bremer Company, 1959 Federal 
Reserve BuLLETIN 892, 894-896, 898-901, that the making of loans under 
circumstances similar to those described on this record, and the buying 
and selling of real estate, are not sufficiently “closely related” to the busi- 
ness of banking so as to be qualified for exemption from divestiture, and 
further, that the nature of these activities precludes a finding that they 
are a “proper incident” to that business. The present record presents no 
facts warranting a different holding here. 
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Accordingly, it is the Board’s judgment that the requested exemption 
with respect to the St. Joseph Insurance Agency, Inc., should be granted 
on the condition that it engage only in insurance activities of the kind 
carried on by Applicant, as described above; and Ir 1s sO ORDERED. 

As indicated in the Board’s Order, its approval of this request is 
based solely on the facts disclosed by the record; and if the facts should 
substantially change in the future in such manner as to make the reasons 
for the Board’s conclusion no longer applicable, the statutory exemption 
resulting from the Board’s present determination would, of course, cease 
to obtain. 


Drawee Bank Not Liable to Its Depositor for 
Paying Forged Checks 


Airco Supply Company, Inc., brought an action against Al- 
buquerque National Bank to recover monies paid out on forged 
checks charged to its account. Between February and Novem- 
ber, 1948, an employee of Airco forged its name to a series of 
twenty checks. Sixteen of the checks were made payable to 
B&E Co. and on these the employee also endoresd the payee’s 
name. 

The Supreme Court of New Mexico affirmed judgment for 
the bank holding that the sixteen checks made payable to B&E 
Co. were payable to the order of a non-existing person or a person 
not intended to have any interest in them and hence were bear- 
er instruments. The endorsements on these checks were, there- 
fore, not forgeries. 

Nor did the court find any liability because of the forged 
drawer's signatures. The court found that the depositor had 
been guilty of negligence which barred its recovery, and that 
it was barred from claiming upon those checks with respect to 
which it failed to give notice within six months of the return of 
the vouchers. Airco Supply Company v. Albuquerque National 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 550. 
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Bank, Supreme Court of New Mexico, 360 P.2d 386. The 
opinion of the court follows: 


COMPTON, C.J.—Appellant, Airco Supply Company, Inc., plaintiff 
below, brought this action against the Albuquerque National Bank, de- 
fendant below, to recover monies paid out on forged checks charged to 
its account. The district court denied recovery and this appeal follows. 
For convenience, we will refer to appellant as Airco. 

A narration of Airco’s general business practices, particularly with 
respect to appellee, is required. Airco has maintained a commercial 
checking account in appellee’s bank since December, 1956. At the time 
the account was opened, the bank’s signature card was signed by W. M. 
Carroll and H. H. Carroll, his wife, and they were the only persons 
authorized to draw checks against Airco’s account: They owned sixty- 
three percent of the voting stock, and W. M. Carroll managed and 
operated the business and made all the policy decisions. 

Airco is engaged in the business of distributing supplies such as 
refrigeration units, air conditioners, heating equipment and the like. 
It makes purchases from some two to three hundred different manufac- 
turers, paying these suppliers with checks signed by W. M. Carroll, presi- 
dent of the company. Its bookkeeper from February of 1958 to Decem- 
ber of 1958 was Emily Duran. In the course of her employment, Emily 
Duran prepared all of Airco’s checks for the signature of either W. M. 
Carroll or H. M. Carroll. 

During the period of time between February 10, 1958, and November 
4, 1958, a series of twenty forged checks were drawn on Airco’s account, 
sixteen of which were made payable to the B & E Co. The signature of 
W. M. Carroll as drawer had been forged on each by Emily Duran, and, 
in addition, the checks bore endorsements made by Emily Duran. Each 
of the forged checks was deposited in the account of “J. B. or Emily 
Duran” at the Bank of New Mexico, except one check made payable to 
the Bank of New Mexico, one to Southwestern Company and two made 
payable to the Oasis Co. Airco did no business whatever with the B & E 
Co., Oasis Co., Southwestern Company or the Bank of New Mexico. 

The record discloses that even though the first four forged checks 
were returned to Airco in February, 1958, the forgeries were not dis- 
covered until December, 1958, when Airco’s annual audit showed an 
inventory shortage of some $35,000. When this fact was discovered, the 
appellee bank was alerted that a series of checks had been forged on the 
account of Airco Supply Company. Subsequently, the validity of each 
check issued by Airco was confirmed by telephone conversation prior to 
payment and a new series of check numbers was arranged. 

The appellee bank prepared two statements a month for Airco, and 
W. M. Carroll usually called in person at the bank for the cancelled 
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checks and statements. Mr. Carroll did not look at the cancelled checks 
or statements before placing them in an office file. At the end of each 
month a firm of auditors and accountants secured the checks and bank 
statements and reconciled the books. According to the testimony, it 
was not their job to determine the propriety of the checks drawn on the 
account or to determine whether Carroll had signed all the checks. The 
auditors were not furnished with invoices or vouchers showing to whom 
payments were in fact owing, and they did not know what firms or 
persons with which Airco did business. 


The trial court found that each of the sixteen checks made payable 
to the order of B & E Co. “was payable to the order of a fictitious or 
non-existing or living person not intended to have any interest in it, 
and that such fact was known to the person making said checks so pay- 
able.” The court, therefore, concluded that these particular checks were 
payable to bearer. 


Appellant recognizes that the court’s legal conclusion flowing from 
the finding of fact is correct. A check drawn to a fictitious payee or 
others listed in § 50-1-9, NMSA, 1953 Comp., is the same as if it were 
made payable to bearer. Mueller & Martin v. Liberty Insurance Bank, 
187 Ky. 44, 218 S.W. 465. And, since an endorsement on such paper is 
not necessary to its validity or negotiability, a bank is not liable for pay- 
ing on a forged endorsement on bearer paper. Britton, Bills and Notes, 
§ 149; Prugh, Combest & Land, Inc., v. Linwood State Bank, Mo.App., 
241 S.W.2d 88; Bartlett v. First National Bank of Chicago, 247 III. 490, 
93 N.E. 337. 


But appellant contends that the finding made is not supported by 
substantial evidence. It is appellant’s position that the sixteen checks 
were not bearer paper and thus the bank, under the general rule, is liable 
for paying out monies on forged endorsements. Britton, Bills and Notes, 
§ 142. 


Before discussing the substantial evidence issue, we would point out 
that no problem is presented as to whether “person making it so payable” 
refers to the actual maker or the nominal maker. See Mueller & Martin 
v. Liberty Insurance Bank, supra. This is because § 50-1-9, NMSA, 1953 
Comp., provides in pertinent part as follows: 


“The instrument is payable to bearer: * * * When it is payable 
to the order of a fictitious or nonexisting or living person not in- 
tended to have any interest in it, and such fact was known to the 
person making it so payable, or known to his employee or other 
agent who supplies the name of such a payee. * * *” (Emphasis 
ours. ) 


In our opinion there is substantial evidence to support the court’s 
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finding that sixteen checks made payable to the B & E Co. “were payable 
to the order of a fictitious or non-existing or living person not intended 
to have any interest in it.” 

It is not controverted that Emily Duran was an employee of appellant 
and that she supplied the names of the payees on the checks. She made 
out all sixteen checks, inserting the name B & E Co. as the payee and 
filling in the date, amount and signature of W. M. Carroll. Although she 
customarily prepared checks only when given vouchers by Mr. Carroll, 
no vouchers for B & E Co. had been given to her and there was no reason 
for Airco to make B & E Co. the payee on any of its checks. Airco had 
no business with any firm known as B & E Co., Mr. Carroll testifying 
that he had never heard of such a company. 

After preparing the checks, Emily Duran wrote the endorsements 
“B & E Co.” and “J. B. Duran” on the back of each. J. B. Duran was 
Emily Duran’s husband and Airco had no business dealings with him. 
All of the checks made payable to B & E Co. and endorsed in the manner 
stated above were deposited to the joint account of “J. B. or Emily 
Duran” in the Bank of New Mexico. This bank in turn paid out money in 
the amount of these deposits on checks drawn upon the Duran account. 

The above facts constitute substantial evidence that if a B & E Co. 
did in fact exist, Emily Duran had no intention whatever that it should 
have any interest in the proceeds of these checks. This is the only rea- 
sonable inference that can be drawn from the evidence, and, in reviewing 
the evidence, all reasonable inferences supporting the trial court’s judg- 
ment will be indulged by this court. Totah Drilling Company v. Abra- 
ham, 64 N.M. 380, 328 P.2d 1083. 

Appellant insists, however, that since Emily Duran did not testify 
in person, there is no evidence as to her actual intent. This contention 
overlooks the principle that inferences may properly be drawn from cir- 
cumstantial evidence, and that a well-connected train of circumstances, 
as are present in this case, is as cogent of the existence of a fact as any 
array of direct evidence, and may even outweigh opposing direct testi- 
mony. Robinson v. Southern New Egland Tel. Co., 140 Conn. 414, 101 
A.2d 491; McCready v. Atlantic Coast Line R. Co., 212 S.C. 449, 48 S.E. 
2d 193. See Lopez v. Townsend, 42 N.M. 601, 82 P.2d 921. 


The next issue is whether the trial court correctly concluded that the 
drawee bank was entitled to debit the appellant’s account for payment 
made on checks on which the drawer’s signature had been forged. 


It is the generally accepted rule that in the first instance the drawee 
bank has no right to debit the account of a depositor on a check which 
bears a forged signature of the drawer. Denbigh v. First National Bank 
of Seattle, 102 Wash. 546, 174 P. 475; Britton, Bills and Notes, § 132. 
The undertaking of the bank is to pay according to the depositor’s order 
to the extent of his balance. If the depositor has done nothing to lead 
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the bank reasonably to believe that a forged check is genuine, and has 
acted prudently under the circumstances, the payment of a forged check 
does not operate to decrease the bank’s indebtedness. So when nothing 
else happens it is quite correct to say that “the bank pays at its peril.” 
Arant, Forged Checks—The Duty of the Depositor to His Bank, 31 Yale 
LJ. 598. ; 

But, while the drawee bank does not have the right, in the first in- 
stance, to debit the account of the depositor on forged checks, subsequent 
events may relieve the bank of any liability for such action. Britton, 
Bills and Notes, Section 182. This principle is stated as follows in Mor- 
gan v. United States Mortgage & Trust Co., 208 N.Y. 218, 101 N.E. 871, 
872, L.R.A.1915D, 741: 


“(1) The general rule of law is that a bank may pay and charge 
to its depositor only such sums as are duly authorized by the latter, 
and of course a forged check is not authority for such payment. 

“(2) It is, however, permitted to a bank to escape liability for 
repayment of amounts paid out on forged checks by establishing 
that the depositor has been guilty of negligence which contributed 
to such payments and that it has been free from any negli- 
gence.* °°” 


The foregoing rule of law frequently necessitates that the problem 


be considered with reference to two separate classes of checks, first with 
reference to forged checks paid and returned with the first monthly 
statement received by the depositor after the series of forgeries began; 
and secondly, as to checks similarly and subsequently forged. A bank's 
claim to credit rests on different principles as to the two classes of pay- 
ments. Arant, Forged Checks—The Duty of the Depositor to His Bank, 
81 Yale L. J. 598, supra. 

It is true that as to the four forged checks paid prior to the time the 
first cancelled checks had been returned after the series of forgeries be- 
gan, the appellant had done nothing whatever to mislead the bank, 
thereby inducing it to pay out money on the forged checks. Thus, as 
to these checks, no estoppel could be raised against the appellant de- 
positor. First National Bank of Birmingham v. Allen, 100 Ala. 476, 14 
So. 335, 27 L.R.A. 426; National Dredging Co. v. President, etc., of 
Farmers’ Bank of State of Delaware, 6 Pennewill 580, 22 Del. 580, 69 A. 
607, 16 L.R.A., N.S., 593. 

However, appellant is precluded from holding the bank liable for 
paying out on the first eight forged checks, four of which were returned 
with the first statement after the forgeries began, since it failed to give 
the bank notice within the time prescribed by § 48-10-8, NMSA, 1953 
Comp. This section provides: 


“Forged or raised check—Liability of bank—Limitation—No 
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bank which has paid and charged to the account of a depositor 
any money on a forged or raised check issued in the name of said 
depositor shall be liable to said depositor for the amount paid 
thereon unless either (1) within six (6) months after notice to 
said depositor that the vouchers representing payments charged to 
the account of said depositor for the period during which such pay- 
ment was made are ready for delivery, or (2) in case no such no- 
tice has been given, within six (6) months after the return to said 
depositor of the voucher representing such payment, said depositor 
shall notify the bank that the check so paid is forged or raised.” 


Turning now to the forged checks which were issued and notice given 
to the bank within the six-month statutory period, the determination 
whether appellant depositor or appellee bank must bear the loss is con- 
tingent upon the actions of both. The rule is stated thusly in Hammer- 
schlag Mfg. Co., Inc. v. Importers’ & Traders’ National Bank, 2 Cir., 
262 F. 266, 271. 


“The failure, however, of a bank depositor adequately to ex- 
amine his passbook and vouchers, and to give the bank prompt 
notice of any errors he may discover, is no defense to the de- 
positor’s right to recover the money so paid from the bank, if the 
bank’s officers, before paying the checks, could have detected the 


forgeries, if they had exercised reasonable care. * * *” 


The trial court found that the appellee bank had at all times exer- 
cised due care and diligence in the handling of appellant's account. 
This finding is supported by substantial evidence. There was nothing 
on the face of the checks to arouse the bank’s suspicions. Pacific Coast 
Cheese, Inc. v. Security-First National Bank, 45 Cal.2d 75, 286 P.2d 353. 
In fact, even after comparison of the forged checks with the genuine 
signature cards, Mr. Whitehill, called as a handwriting expert, testified 
that he himself would have passed as genuine each of the twenty forged 
checks. Thus even had the bank compared each of the forged checks 
with the signature card prior to payment, the forgeries still would not 
have been detected. 

Further, the undisputed testimony also established that the methods 
employed by other banks in the community were substantially the same 
as, or corresponded to, the methods used by the appellee bank. Cer- 
tain bank officials and employees testified as to the nature of the several 
examinations which each signature on a check receives before such check 
is charged against the account of a depositor. 

Again turning to the actions of the appellant depositor, the court 
found that it failed to exercise due care and diligence in examining the 
returned cancelled checks and statements of account, and that the loss 
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resulted solely and proximately from this negligence. These findings are 
also challenged by appellant. The general rule is clearly established 
that a depositor is under an implied duty to the bank to make, or have 
made, an adequate examination of the cancelled checks which are re- 
turned to him by the bank at regular intervals. Brady, The Law of 
Forged and Altered Checks, p. 449; Brady on Bank Checks, pp. 289-290; 
15 A.L.R. 159; 67 A.L.R. 1124; 103 A.L.R. 1148. 


The trial court obviously determined, and we agree, that appellant’s 
conduct, after the return of the first four forged checks, was something 
less than that which is dictated by ordinary business custom. Morgan v 
United States Mortgage & Trust Co., supra. The witness Carroll ad- 
mitted that he failed to look at the cancelled checks which the bank 
returned to him, that no one in the organization had been instructed to 
examine the cancelled checks, and, in effect, that had he examined the 
returned checks or the company’s journal, the last sixteen forged checks 
would have been discovered. 


The witness Solberg, one of appellant’s accountants, testified that his 
firm only balanced and reconciled the books, and that they were not 
charged with the duty of determining the propriety of the various checks 
drawn on the account or of determining whether Carroll had actually 
signed all of the checks. Such delegation of examination of returned 
checks and bank statements to an outside accountant is not an adequate 
fulfilment of the depositor’s duty to the bank unless such accountant is 
furnished with the necessary books, records and data from which to 
detect a forged check, as for example by comparing the invoices with 
the payees shown on the checks. See Union Tool Company v. Farmers’ 
& Merchants’ National Bank, 192 Cal. 40, 218 P. 424, 28 A.L.R 1417; 
Morgan v. United States Mortgage & Trust Co., supra; Hammerschlag 
Mfg. Co., Inc. v. Importers’ and Traders’ National Bank, supra. 


The sum and substance of Carroll’s own testimony is to the effect that 
the last sixteen forgeries in the series could have been avoided had he 
examined the cancelled checks and company journal, or had he furnished 
the invoices to the accountants with instructions to compare these against 
the journal. If Carroll did not desire to follow one of these procedures, 
this duty should have been delegated to someone else in the organization. 


The following statement contained in Brady, The Law of Forged and 
Altered Checks, pp. 448, 449, seems quite appropriate under the facts of 
this case: 


. the methods adopted by dishonest employees for ap- 
propriating their employers’ bank accounts, while frequently 
daring, are usually simple in structure and execution and of a sort 
which could be easily frustrated by proper supervision in the 
matter of examining the hank statements.” 
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We conclude that there is substantial evidence to support the trial 
court’s finding that appellant did not exercise the degree of care dictated 
by prudent business custom and as usually adhered to by businessmen 
under like circumstances. 

The next question is whether there is substantial evidence to support 
the finding that lack of due care on the part of appellant was the proxi- 
mate cause of the loss. In our opinion the record contains substantial 
evidence to support this finding. 

When the appellant finally discovered the long series of forgeries and 
so notified the bank, no further losses occurred. Upon notification, the 
bank changed the series numbers of appellant's checks, arranged to call 
Mr. Carroll each time one of appellant’s checks was presented, and 
mailed the cancelled checks and statements directly to the Carroll home. 
Had Carroll or a delegatee adequately examined the cancelled checks 
returned to him which contained the first four forged checks, noting in 
particular the payees thereon, the only reasonable inference is that the 
forgeries would then have been detected and the necessary precautions 
taken at that time. 

Furthermore, there is no question but that the undue delay in dis- 
covering the forgeries prejudiced the bank. It was deprived of the 
opportunity to take steps leading to restitution while the forger, and 
some or all of the monies, remained available. Leather Manufacturers’ 
Nat. Bank v. Morgan, 117 U.S. 96, 6 S.Ct. 657, 29 L.Ed. 811; Arant, 
Forged Checks—The Duty of the Depositor to His Bank, 31 Yale L.J. 598, 
supra; Britton, Bills and Notes, § 132. 

Closely related to the issue of substantial evidence as to the care exer- 
cised by the bank and depositor is appellant's contention that the trial 
court erred in denying its motion to strike any evidence that might be 
construed as indicating negligence on appellant's part. This motion 
was made by appellant at the close of the testimony of Mr. Carroll, ap- 
pellant’s second and major witness. The crux of this contention appears 
to be that rather than attempting to establish appellant’s lack of due 
care, by way of cross-examination, this issue should have been deferred 
until the appellee bank had put on evidence showing its exercise of due 
care in handling appellant’s account. 

It is quite true that before a bank can be relieved of liability for 
forged checks debited against the depositor’s account by reason of the 
latter’s negligence, the bank as a prerequisite must sustain the burden 
of proving both the exercise of due care in the handling of the account 
and the failure of the depositor to exercise due care. Basch v. Bank of 
America Nat. Trust & Savings Ass’n, 22 Cal.2d 316, 139 P.2d 1; 6 Zolman 
on Banks and Banking, p. 366. However, the appellee bank did under- 
take the burden of proving both issues, and we find nothing in the record 
indicating that the court was of the opinion that the burden of proof 
on either of these issues was upon the appellant. What this point actu- 
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ally involves is the proper order of proof, and this is a matter committed 
to the sound discretion of the trial court. This principle is set forth in 
5A C.J.S. Appeal and Error § 1605, as follows: 


“Rulings of the trial court as to the order in which evidence 
shall be introduced will not be reviewed unless there is an abuse 
of the discretion with which the court is vested in such matters.” 


No abuse of discretion is present in this case. 


It is necessary one again to refer to § 48-10-8, supra, requiring that 
notice of forged checks be given to the bank within six months as a con- 
dition precedent to holding the bank liable for paying out money on a 
forged check. The trial court found that eight of the checks in question 
were returned to the appellant by the appellee prior to June 1, 1958, 
and that the appellant failed to notify the bank until December 10, 1958, 
that any of the checks were or might be forged. Based on these findings, 
the trial court concluded that by virtue of § 48-10-8, supra, the appellant 
was barred from recovery on any of the eight checks returned and re- 
ceived by the appellant prior to June 1, 1958. 


Appellant does not challenge the findings upon which the court's 
conclusion was based. The attack on the conclusion is two-fold: (1) that 
§ 48-10-8, supra, is applicable only in cases where the drawer’s signature 
is forged and not where the instrument contains, in addition, a forged 
indorsement, and (2) that § 48-10-8, supra, is unconstitutional as special 
legislation. Appellant’s first attack is without merit. The checks in- 
volved in this case contained both a forged drawer’s signature and a 
forged indorsement. Thus the fact that similar statutes have been con- 
strued by courts in other jurisdictions to be inapplicable to checks where 
only the indorsement is forged are not in point. 


The same contention was made in Herbel v. Peoples State Bank of 
Ellinwood, 170 Kan. 620, 228 P.2d 929, 934, where the court resolved 
this issue by stating as follows: 


“* * * The mere fact indorsements were forged on the par- 
ticular checks in which the plaintiff was made the payee in nowise 
alters the fact that on their face not only the name of the payee 
but also the name of the maker was forged. They were forged 
checks. It, therefore, follows * * * that the bank was not liable 
unless the depositor notified the bank in conformity to the provi- 
sions of the statute. And such nonliability of the bank resulted by 
virtue of the statutes irrespective of the bank’s negligence. That is 
the clear legislative mandate and the courts are bound by it.” 


Finally, as noted previously, appellant challenges the constitutional- 
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ity of § 48-10-8, supra, contending that it is special legislation prohibited _ 
by art. 4, § 24 of the New Mexico Constitution, in that the statute has 
selected banks out of a group of drawees to give them a special limita- 
tion of action that applies only to one class of commercial paper, i. e., 
checks. Appellant's position in this regard is untenable. The fact that 
the legislature is entitled to enact statutes which apply only to limited 
subjects or persons without having the effect of making them special 
legislation was recognized by this court in State v. Achison, T. & S. F. 
Ry. Co., 20 N.M. 562, 151 P. 305. 


Basically the test as to whether such legislation is general, and 
therefore constitutional depends upon the reasonableness of the classifi- 
cation and whether the statute is general to the class it embraces, operat- 
ing uniformly on all members of that class. Crownover v. Crownover, 
58 N.M. 597, 274 P.2d 127; Hoover v. City of Albuquerque, 58 N.M. 250, 
270 P.2d 386; State v. Spears, 57 N.M. 400, 259 P.2d 356, 39 A.L.R.2d 
595; Hutcheson v. Atherton, 44 N.M. 144, 99 P.2d 462; Davy v. McNeill, 
31 N.M. 7, 240 P. 482. The legislature could certainly have decided 
reasonably that this statute should be restricted to banks and to checks 
rather than to all persons who are drawees of bills of exchange and to all 
types of commercial instruments. First Thrift & Loan Association v. 
State, 62 N.M. 61, 304 P.2d 582. 


The Missouri court said in the case of Massey-Harris Harvester Co. 
v. Federal Reserve Bank of Kansas City, 340 Mo. 1133, 104 S.W.2d 385, 
388, 111 A.L.R. 133: 


“Surely a classification of banks in a separate class from the 
other collecting agents mentioned is entirely reasonable both on 
the basis of daily volume handled, facilities furnished, and kind of 
service rendered. . . .” 


We make the observation that at least sixteen states have adopted 
statutes requiring a bank depositor to report to his drawee bank any pay- 
ment made on a forged check within a specified time after the cancelled 
check has been returned to the depositor. The time allowed for giving 
such notice varies from sixty days to one year. Brady, The Law of Forged 
and Altered Checks; Britton on Bills and Notes, § 182. See 50 A.L.R.2d 
1115. Our research does not disclose that such a statute has ever been 
held unconstitutional on the ground urged by appellant, and we hold 
that § 48-10-8, supra, is not unconsitutional as special legislation since the 
classification contained therein is both reasonable and rational. 


The judgment should be affirmed. It is so ordered. 
CHAVEZ and MOISE, JJ., concur. 
CARMODY and NOBLE, JJ., not participating. 
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Note Voided Where Bank Filled Blank as to Place 
of Payment 


”» 


Strealy executed a note in favor of Glenn payable “at... . 
Strealy lived in Forth Worth; Glenn had an office in Fort Worth 
where he transacted business and where Strealy made certain 
part payments on the note. Glenn then moved to California 
where he died some four years after the date of the note. Re- 
public National Bank of Dallas, his executor, brought suit against 
Strealy in Dallas County for the unpaid balance. Upon Strealy’s 
plea of improper venue, the bank, upon the advice of counsel 
wrote the words, “Dallas, Texas” in the blank space. Thereafter, 
the bank voluntarily dismissed the pending suit in Dallas County 
and filed suit in the county of Strealy’s residence. 

Strealy then succeeded in his contention that there could be 
no recovery because there had been a material alteration of the 
note by the addition of the words, “Dallas, Texas” which was 
done with the fraudulent intent of depriving him of the right 
to pay the note and be sued on it in the county of his residence. 
The jury agreed that the blank had been filled with the sole 
purpose of preventing a change of venue, and the court of ap- 
peals affirmed the judgment against the bank. 

In the opinion of the court that section of the negotiable in- 
struments law giving the holder prima facie authority to com- 
plete an instrument wanting in any material respect was not 
applicable and even if it were, the blank had not been filled in 
accordance with any given authority. The court held that the 
bank’s action constituted a species of legal fraud which voided 
the note even though the bank thought it had the right to make 
the change. Republic National Bank of Dallas v. Strealy, Court 
of Civil Appeals of Texas, 343 S.W.2d 284. The opinion of the 
court follows: 


PER CURIAM. 
On December 31, 1953, Leonard Strealy executed a note in the prin- 
cipal sum of $8,838.15, payable to the order of Ray K. Glenn “at ............. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 66. 
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When the note was made and delivered, Strealy lived in Forth Worth, . 
and Glenn had an office in Forth Worth, where he transacted business. 
Strealy made payments on the note at such office. Sometime afterward, 
the date not being shown, Glenn moved to California, and then to Dallas, 
where he died about four years after the date of the note. Republic Na- 
tional Bank of Dallas became independent executor of his estate. 

On October 9, 1958, the Bank sued Strealy in the District Court of 
Dallas County for the balance claimed to be owing on the note. Strealy 
filed a plea of privilege to be sued in Tarrant County, the county of his 
residence. After such plea was filed, the Bank on the advise of counsel 
that it had the right to do so, wrote the words “Dallas, Texas” in the 
space after the word “at,” thus indicating that the note was, by its terms, 
made payable in Dallas. 

When Strealy appeared for a hearing on his plea of privilege the Bank 
dismissed the Dallas County suit, and afterward filed suit in the District 
Court of Tarrant County on the alleged debt by way of verified account, 
and alternatively, on the note, alleging the balance owing to be $3,640.36. 
Strealy pleaded that there could be no recovery because there had been 
a material alteration of the note by the addition of the words “Dallas, 
Texas,” which, he alleged, the Bank had accomplished with the fraudu- 
lent intent to deprive him of the right to pay the note, and to be sued on 
it, in the county of his residence. The jury found that the words were 
written in the note for the sole purpose of fraudulently preventing a trans- 
fer of the suit to Tarrant County. A take nothing judgment was entered 
against the Bank, and this appeal followed. 

We think the judgment is correct. Sections 124 and 125, Article 5939, 
Vernon’s Ann.Tex.St., provides that where a negotiable instrument is 
materially altered without the assent of all the parties liable thereon it is 
avoided, and that any alteration which adds a place of payment where no 
place of payment is specified is a material alteration. 

Appellant says it was authorized to add the words “Dallas, Texas” by 
the provisions of Section 14, Article 5932, as follows: “Where the instru- 
ment is wanting in any material particular, the person in possession there- 
of has a prima facie authority to complete it by filling up the blanks there- 
in. And a signature on a blank paper delivered by the person making 
the signature in order that the paper may be converted into a negotiable 
instrument operates as a prima facie authority to fill it up as such for 
any amount. In order, however, that any such instrument when com- 
pleted may be enforced against any person who became a party thereto 
prior to its completion, it must be filled up strictly in accordance with the 
authority given and within a reasonable time. But if any such instru- 
ment, after completion, is negotiated to a holder in due course, it is 
valid and effectual for all purposes in his hands, and he may enforce it 
as if it had been filled up strictly in accordance with the authority given 
and within a reasonable time.” 











526 THE BANKING LAW JOURNAL 


It would seem that a reasonable construction of the expression “wanting 
in any material particular” is that the instrument as originally written 
was not a complete legal negotiable instrument, or that it imperfectly ex- 
pressed the intentions of the parties. “Material” has been defined as 
“Of solid or weighty character; substantial; of consequence; not to be 
dispensed with; important.” Webster's New International Dictionary, 
Second Edition. We do not think the note was imperfect, but was a 
complete legal instrument, when it left the hands of the maker. If so, 
Section 14 of Article 5932 would appear not to be applicable. But if ap- 
plicable, all of its provisions must be construed together, and it must be 
considered along with the provisions of Sections 124 and 125 of Article 
5939. Curlee Clothing Co. v. Wickliffe, 126 Tex. 573, 91 S.W.2d 677; 
Clem Lumber Co. v. Barnett, Tex.Civ.App., 158 S.W.2d 837; Simpson v. 
First Nat. Bank, 94 Or. 147, 185 P. 918; Stout v. Eastern Rock Island Plow 
Co., 202 Ind. 517, 176 N.E. 844, 75 A.L.R. 1386; Hartington Nat. Bank v. 
Breslin, 88 Neb. 47, 128 N.W. 659, 31 L.R.A., N.S., 130. 


Before the adoption of the Negotiable Instruments Act it was general- 
ly held that one in possession of such an instrument had implied authority 
to fill blanks and perfect the instrument. Curlee Clothing Co. v. Wick- 
liffe, supra. In some jurisdictions, however, the rule was applied, if at 
all, in a very restricted sense. Cronkhite v. Nebeker, 81 Ind. 319, 42 
Am.Rep. 127; Bowen v. Laird, 166 Ind. 421, 77 N.E. 852; Carroll v. Warren, 
142 Ala. 397, 37 So. 687. In some cases the maker was held on the ground 
of negligence or estoppel. So there was little uniformity in applying the 
general rule to particular cases. Said the court in Holmes v. Trumper, 
22 Mich. 427, 7 Am.Rep. 661, “We think the courts have gone quite 
far enough in sustaining instruments executed in blank, and the implied 
authority to fill them up, and we are not disposed to take a step in 
advance in that direction.” 


The case at bar is controlled by the provisions of the Negotiable In- 
struments Acts; and we have found no Texas authority which construes 
the Act in the particulars here involved. Our exact question arose in the 
Curlee case, supra, but its decision was not necessary to a disposition of 
the appeal, and it was not decided. 


In other jurisdictions the holdings are not uniform as to the authority, 
under the Negotiable Instrument Laws, of one in possession of a note 
to fill a blank making it appear to be payable at a certain place when the 
original note was payable “at ................. ” An emphatic declaration that 
such authority exists is found in Diamond Distilleries Co. v. Gott, 137 
Ky. 585, 126 S.W. 131, 31 L.R.A., N.S., 643. There was a strong dissent; 
and some of the decisions cited by the court appear not to support its 
position, most if not all of which were rendered prior to the adoption of 
the Negotiable Instrument Law, and some involving the rights of holders 
in due course. A similar conclusion was reached in Citizens’ State Bank 
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of Earlham v. Martens, 204 Iowa 1378, 215 N.W. 754, and in Blochman 
Commercial & Savings Bank v. Ketcham, 36 Cal.App. 284, 171 P. 1084, 
although it is not clear from the opinion in the California case whether 
the Negotiable Instrument Law was considered. 

The Negotiable Instrument Act appears to have cut down the author- 
ity of a holder to fill blanks from “implied” to “prima facie.” Implied 
authority is as strong as express, while prima facie may be rebutted. 
Cottle v. Sanders, Tex.Civ.App., 40 S.W.2d 979. It was shown that ap- 
pelee and Glenn had transacted business with each other in Fort Worth 
for many years; appellee did not give Glenn authority to fill the blank; 
there was no intimation that either contemplated that the note would 
be payable at any place except Fort Worth; and appellee did not agree 
to or ratify the act of alteration. 

Construing negotiable instrument laws exactly like ours, the follow- 
ing authorities seem to be somewhat in point: The Supreme Court of 
Indiana, in Stout v. Eastern Rock Island Plow Co., 202 Ind. 517, 176 N.E. 
844, 845, said: “While our Negotiable Instrument Law in many respects 
retains principles previously established by the law merchant, yet in 
respect to the filling of blanks essential to make the instrument negotiable, 
authority so to do has been restricted to the agreement of the parties at 
the time of signing.” In Kramer v. Schnitzer, 268 II]. 603, 109 N.E. 695, 
696, it was said: “Limiting the inquiry to the question of the extent of the 
authority of the original payee to fill blanks and perfect the instrument, 
it would not be profitable to review the decisions prior to the passage of 
the act in question, for the reason that it makes specific provision for such 
cases as this. The defendant in error became a party to the notes prior 
to their completion, and the law as fixed by the act is, that where there 
are blanks in an instrument a person in posession has prima facie authority 
to complete the instrument by filling up the blanks, but in order that it 
may be enforced, when completed, against any person who became a 
party thereto prior to its completion, the blanks must be filled up strictly 
in accordance with the authority given and within a reasonable time. 
... the authority to fill blanks . . . is limited to the insertion of such 
things as were contemplated by the parties when the instrument was ex- 
ecuted.” To the same effect are expressions in Tower v. Stanley, 220 
Mass. 429, 107 N.E. 1010, and Hartington Nat. Bank v. Breslin, supra. 

In Clem Lumber Co. v. Barnett, supra, it was held that the insertion 
of the figure “8” in the blank space in a note where no rate of interest 
was provided was a material alteration which avoided the note. The 
decision may have been influenced by the fact that eight per cent in- 
terest is above the legal rate. 

We have seen no case in which the words “where no place of pay- 
ment is specified,” as they appear in Section 125, Article 5939, have been 
construed. According to Webster’s New International Dictionary, Second 
Edition, “specified” means mentioned or named in a specific manner, or 
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told or stated precisely or in detail. We cannot escape the conclusion 


that in the original note no place of payment was specified, and with the 


note in that condition appellant added a place of payment. 

There is a presumption of fraud when a material alteration is made 
in a note, and the burden is on the one making the alteration to show that 
it was innocently done. A change in the note which, if binding on appel- 
lee, would not only require him to pay the note in Dallas, which was not 
in the contemplation of the parties, but, in the event of suit, to defend 
in Dallas, either of which would be somewhat burdensome, is in our 
opinion a species of legal fraud, even though appellant may have thought 
it had a right to make the change. Benson v. Adams, Tex.Com.App., 285 
S.W. 818. The vice in the alteration cannot be measured by the degree 
of injury or hazard which it imposed. Glenn is dead. He did not see fit 
to fill in any place of payment during the years he held the note up to 
the date of his death. It might be safely said that he did not complete 
the note in such respect within a reasonable time after he received it. 
Glenn’s executor was not “a holder in due course.” 

Should it be conceded that there is an obligation, other than the note, 
representing the consideration for which the note was given, it would be 
necessary for appellant, in order to recover on that obligation, to show 
that the alteration was innocently made without intent to injure or de- 
fraud, and thereby rebut the presumption of fraud which arises from the 
wrongful act. Benson v. Adams, supra. 

The judgment is affirmed. 


BOOKS OF FINANCE COMPANIES IN NEW YORK 
OPENED TO INSPECTION 


A recently enacted statute in New York, Chapter 502, Laws 
of 1961, empowers the Superintendent of Banking to examine 
the records, books, accounts and documents of sales finance 
companies operating under the laws of New York. The new 
law also provides that the company examined must bear the 
expenses of such examination but the reports of the examina- 
tions will be kept confidential unless the Superintendent of 
Banking considers publication of the reports necessary to serve 
the ends of justice and public advantage. 
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Bank Which Purchased Note in Good Faith Bound 
by Prior Oral Notice of Infirmity Which it Had 
Forgotten 


Is oral notice of an infirmity in a promissory note permanent- 
ly binding? The Appellate Division of the Supreme Court of 
New York with two judges dissenting has held that notice once 
given is permanently binding, and no matter what the state of 
mind of the transferee at the time of the transfer he cannot be a 
holder in due course of the instrument. 

The maker of the note came to the bank and told a cashier 
that he had been tricked into signing a note and the bank was 
not to discount it. Three months later the note was negotiated 
to the bank. At this time the same cashier acted for the bank 
but without any recollection of the oral notice given to him 
three months earlier. 

The court held that the “forgotten notice” doctrine was not 
applicable and it didn’t matter that the bank had acted in com- 
plete good faith. It is also a matter of common knowledge, the 
court stated, “that ‘modern reminder systems’ are in common 
use by commercial establishments which render it very difficult 
to ‘forget’ if a memo is made at the time of notice and a check 
made at the time of the negotiation of the instrument.” First 
National Bank of Odessa v. Fazzari, New York Appellate Divi- 
sion, Third Department, 212 N.Y.Supp.2d 380. The opinion 
of the court follows: 


Before BERGAN, P. J., and COON, GIBSON, HERLIHY and REY- 
NOLDS, JJ. 

MEMORANDUM DECISION. 

Appeal by the defendant from a judgment of the County Court of 
Schuyler County in favor of the plaintiff, after a trial before the court 
without a jury, in an action upon a promissory note. 

Concededly the defendant signed a promissory note dated December 
16, 1957, in the sum of $400, payable to John Wade, Jr., six months after 
date at the Glen National Bank, Watkins Glen, N. Y. The defendant is 
unable to read or write the English language. There is undispuaed testi- 


NOTE—For similar decisions see B. L.. J. Digest (Fifth Edition) § 632. 
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mony that Wade made out the body of the note and asked defendant to 
sign it upon the representation that it was merely a statement of wage 
earnings while he was working for defendant, to be used for income tax 
purposes. Defendant's testimony that he owed Wade nothing and that 
there was no consideration for the note is likewise without dispute. The 
sole question presented on the appeal is whether or not the plaintiff was 
a holder in due course, and that in turn, depends upon whether or not 
the plaintiff had notice of an infirmity in the instrument before the note 
was negotiated to the plaintiff bank. 

The defendant testified that he personally orally gave notice to the 
cashier of the plaintiff bank in the following manner: “I told him that 
if John Wade went to the bank to try to cash a note not to give him any 
money under my name, that I had been tricked and it wasn’t the paper 
I thought I signed, but he said not to worry and I said ‘thanks’ and 
walked out.” This was in January of 1958. This testimony is not dis- 
puted, and the cashier in substance admitted the conversation but testi- 
fied that he had forgotten it when he personally handled the negotiation 
of the note on April 10, 1958. If the plaintiff bank was not a holder in 
due course the defense of lack of consideration is available to the de- 
fendant. Section 91 of the Negotiable Instruments Law provides: 


“A holder in due course is a holder who has taken the instru- 
ment under the following conditions: 


oO o oO 2 a o 


“4. That at the time it was negotiated to him he had no notice 
of any infirmity in the instrument or defect in the title of the person 
negotiating it.” 


Upon the undisputed testimony in this case we do not see how it 
can be said that the plaintiff “had no notice of any infirmity in the instru- 
ment.” We interpret the opinion of the court below as finding that the 
plaintiff bank had oral notice but that its officer had forgotten it. The 
court below seemed to feel that bad faith or dishonesty on the part of the 
plaintiff must be shown. Appellant does not claim bad faith nor dispute 
the purchase for value but relies solely upon the notice of infirmity. The 
evidence and the findings indicated by the lower court’s opinion not only 
demonstrate a warning not to take any paper signed by the defendant, 
but specifically called attention to a note payable to John Wade. We do 
not think the case turns upon a question of good or bad faith, but on 
the question of notice, and under the statutory definition outlined above 
the plaintiff is not a holder in due course, and must resort to the en- 
dorsers, whom it did not sue in this action, for payment of the note. 

Respondent relies upon Lord v. Wilkinson, 56 Barb. 593 in support 
of the “forgotten notice” doctrine. This case was decided before the 
Negotiable Instruments Law was in effect. It is also a matter of common 
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knowledge that “modern reminder systems” are in common use by com- 
mercial establishments which render it very difficult to “forget” if a memo 
is made at the time of notice and a check made at the time of the nego- 
tiation of the instrument. The “no notice” requirement of the statute 
controls here, and it cannot be found upon this record that the plaintiff 
bank had “no notice.” 

Judgment reversed, on the law, and judgment directed for the defend- 
ant, with costs. 


BERGAN, P. J., and COON and GIBSON, JJ., concur. 

HERLIHY and REYNOLDS, JJ., dissent, and vote to affirm, in the 
following memorandum: 

HERLIHY and REYNOLDS, JJ.: There is no question raised of bad 
faith on the part of the plaintiff but rather that the conversation men- 
tioned in the majority decision was sufficient under the Section of the 
Negotiable Instruments Law to constitute notice of infirmity. The de- 
fendant was not a customer of the plaintiff bank and the record seems 
to infer that in accepting the note, the plaintiff bank was relying upon 
its customer Wellington Doane, one of the endorsers thereon. When the 
action was commenced, the bank could have made the endorsers party- 
defendants or thereafter the defendant could have made them parties and 
thus could have determined in one action the rights of all of the pros- 
pective litigants. Section 193, Civil Practice Act. 

It is difficult to perceive that the Section of the Negotiable Instruments 
Law was intended to construe such acts as herein set forth as sufficient 
notice to the plaintiff who was under no obligation to the defendant. 
The conversation took place about three months before the note was dis- 
counted by the plaintiff and it is apparent that at the time of discount- 
ing the note, the conversation had been forgotten by the cashier. Cer- 
tainly such a type of notice could not be permanently binding upon the 
plaintiff. When it discounted the note it did so at its customer's request. 
In Lord v. Wilkinson, 56 Barb. 593, it was admitted that notice had been 
received before the purchase of the stolen notes and the court said at 
page 596: “The defendants once having had notice are bound by it al- 
though the notice may have been forgotten. .. If the rule is well 
founded, that notice once given is good forever—that knowledge ac- 
quired when notice is given, is conclusive evidence of knowledge pos- 
sessed when the notes were bought—then this charge is correct. But if 
the bona fides of the defendants must be judged of from their acts, pur- 
poses and knowledge as they existed upon the day of the purchase, then 
the notice served is only prima facie or presumptive evidence of mala 
fides, and may be rebutted by proof that the notice was lost, or its exist- 
ence and contents forgotten.” The court held the charge was too broad, 
that the rule as to “bona fides” should have been charged and accordingly 
granted a new trial. See Graham v. White-Phillips Co., 296 U.S. 27-32, 
56 S.Ct. 21, 80 L.Ed. 20, 
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The word “notice” as used in this Section should be given a reasonable 
interpretation. 

The facts herein raise a serious question as to whether the plaintiff 
bank was under any obligation to the defendant and that he was not 
justified in relying upon such an indefinite statement as “don’t worry,” 
having in mind that his instruction to the cashier, was “if John Wade went 
to the bank... .” There is no claim that John Wade did go to the 
bank at the time the note was discounted. Assuming such conversation 
constituted actual notice to the plaintiff in accordance with the Section, 
it is equally apparent that the subsequent acts on the part of the plaintiff 
were in good faith for a valid consideration and the note was discounted 
in reliance upon its customer’s endorsement. The record justifies the 
finding of the lower court that the acts of the plaintiff were in good faith 
and that while it had notice, it was unintentionally overlooked or forgot- 
ten. It could be further found that the notice given by defendant to 
plaintiff in January, 1958, was not of sufficient clarity or definiteness to 
alert the bank officials at the time of the subsequent transaction in April, 
1958. The adequacy of the notice was not considered by the lower court. 

The defendant, upon payment of the judgment, will be entitled to 
possession of the note for whatever recourse he may have against the 
endorsers thereon. 

Judgment should be affirmed. 


SAVINGS AND LOAN ASSOCIATION ENJOINED 
FROM BUSINESS IN NEW YORK 


It has been reported recently that an out of state savings 
and loan association has been enjoined from the securities busi- 
ness in New York State because of alleged misleading advertis- 
ing. The association had apparently advertised that its deposits 
were “insured” to $20,000 against loss automatically and con- 
stantly by SFIC. The New York Attorney General claimed that 
this sort of advertising was meant to delude the unwary depos- 
itor into thinking the deposits were insured by FSLIC, the Fed- 
eral Savings and Loan Insurance Corporation whereas the SFIC 
is only a private company, the Security Financial Insurance 
Corporation in Baltimore. The restraining order was consented 
to by the president of the savings and loan association. 





BANKING BRIEFS 


Digest of current decisions and reports 


in the field of commercial banking 


Words Printed on Note Not Notice of Infirmity 
Equitable Discount Corporation v. Guest, Court of Appeals of Georgia, 118 S.E.2d 864 


An endorser of a trade acceptance which was otherwise complete and 
regular but had printed thereon the words, “Trade Acceptance” and 
“The transaction which gives rise to this instrument is the purchase of 
goods by the acceptor from the drawer”, was not on notice of any in- 
firmity in the instrument so as to lose his status as a holder in due course. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 631. 


Grant of Banking Charter Approved 


Farb v. State Banking Board of Texas, Court of Civil Appeals of Texas, 
343 S.W.2d 508 
Grant by State Banking Board of a charter to one bank and denial 
of conficting application was supported by substantial evidence, and ap- 
plicant was not deprived of due process where it filed first application 
and Board rendered its decision granting charter to later filing successful 
applicant before it rendered decision denying charter to unsuccessful 
applicant. For similar decisions see B.L.J. Digest (Fifth Edition) § 121. 


State Tax on National Banks Upheld 


Security-First National Bank of Los Angeles v. Franchise Tax Board of the 
State of California, Supreme Court of California, 359 P.2d 625 


Bank and Corporation Franchise Tax Act of California which imposes 
a franchise tax of 4 per cent of their net income upon banks and a 
percentage of net income in addition based upon the ratio between the 
personal property taxes paid by other corporations and the net income of 
those corporations is not discriminatory and is within the restrictions of 
Section 5219 of the Revised Statutes of the United States. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 120. 
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Bank of Deposit Liable to Third Parties For Proceeds of Drafts 


Central Bank and Trust Company v. Shipman, District Court of Appeal of 
Florida, 127 So.2d 706 
Where bank had or was chargeable with knowledge that proceeds 
of certain drafts deposited with it for collection belonged to third parties, 
bank could not apply proceeds of drafts to an indebtedness of depositor 
to it and was liable to the third parties for the amount of the drafts. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 471.1. 


Makers Entitled to Decree Cancelling Note Had No Duty to 
Restore Benefits Received 

Fleming v. Kagan, California District Court of Appeal, 11 Cal.Rptr. 737 
In suit by makers of promissory note against assignee for cancella- 
tion of note where payee had procured note by fraud, makers were 
entitled to cancellation and had no duty to make restitution to assignee 
of benefits received. For similar decisions see B. L. J. Digest (Fifth Edi- 

tion) § 598. 


Savings Bank Loans Not Invalidated by The Taking of 
Additional Non-Legal Collateral 


Peterborough Savings Bank v. King, Supreme Court of New Hampshire, 168 A.2d 116 


Where a savings bank made loans on the credit of two name promis- 
sory notes which satisfied statutory requirements, the taking of collateral 
which was not authorized by the statute as additional security did not 
invalidate the loans. For similar decisions see B. L. J. Digest (Fifth 
Edition) § 822. 





STATE BANKING 
LEGISLATION 


A substantial amount of 1961 state legislation affecting banking has 
been enacted by this time. Certain late enactments are referred to here 
and others will be referred to in later months. A number of 1961 legisla- 
tive sessions have adjourned but others are still going and will presum- 
ably produce their fair share of banking enactments, both good and 
(sometimes) not so good. 


ALASKA: A comprehensive savings and loan regulatory statute, 
§.B. 40, has been enacted to provide for the first time there a statute 
regulating the organization, supervision and operations of such associa- 
tions. It might be noted that Alaska in 1960 enacted a comprehensive 
statute regulating mutual savings banks. The savings and loan enact- 
ment follows very closely the Model Act of the United States Savings 
and Loan League. Bankers in Alaska might examine the new enactment 
carefully since it accords to savings and loan associations many privileges 
which might also be legislatively accorded to banks. The Act requires 
all savings and loan associations to have insurance of the Federal Sav- 
ings and Loan Insurance Corporation. Among other things, the name 
given such organizations is “savings associations” and accounts are 
called “savings accounts.” This terminology will nicely confuse the 
public as to the difference between a savings and loan association and a 
bank or savings bank. The power to invest or “save” in an association 
is given to a virtually unlimited class of investors including fiduciaries of 
all kinds, profit-making organizations and governmental units. Broad 
lending powers are also given. 


INDIANA: Chapter 232 eliminates a requirement that banks obtain 
periodic financial statements from borrowers on loans over $1,000. The 
enactment leaves in effect a requirement that a borrower of over $1,000 
furnish a financial statement at the inception of the loan. 

Another enactment, Chapter 324, broadens the coverage of the retail 
installment sales laws to cover time sales up to $10,000. 

Former provisions of Indiana law permitting the State Depository 
Board to change the rate of interest paid on time deposits of state funds 
were deleted by Chapter 273 and the rate is set at a flat 142% from 
which is deducted %4 of 1% for public depository insurance purposes. 

Still another enactment, Chapter 303, makes it easier to prosecute 
violations of the “bad check” laws. 


IOWA: Real estate loan limits are raised in H.B. 213 from 60% to 
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75% of the appraised value of property taken as security and the max- 

imum term is extended to 20 years on mortgage loans repayable in 

periodic installments sufficient to repay the loan in full at that time. 
S.B. 292 enacts the Uniform Common Trust Funds Act. 


KANSAS: The present tax on moneys, notes and other evidences of 
debt is continued by S.B. 324. 

H.B. 169 declares that February 12, February 22 and November 11 
are not holidays affecting commercial paper and certain other instruments 
or acts. In other words, it would seem that an instrument falling due on 
one of such days should be presented at that time. 


MAINE: A law of that state affecting savings banks, Chapter 179, 
provides among other things that publication is not required on a dor- 
mant savings bank account of less than $50, publication formerly being 
required for accounts of $10 or more. This conforms the law affecting 
dormant accounts in savings banks with that affecting such accounts in 
trust companies. Home improvement loans are also permitted if the 
savings bank holds a first mortgage on the property. In addition various 
real estate loan limits are raised. 

H.B. 794 is a credit union enactment which among other things broad- 
ens the field of membership to permit credit unions organized on a 
geographical basis, permits loans by one credit union to another credit 
union, raises the limit on unsecured loans to members and also raises real 
estate loan limits. In addition, dividends may be paid apparently at any 
time the management of the credit union sees fit. This enactment is an 
example of legislation which sanctions the entry of credit unions into 
business activities very similar to banking. 

Another Maine statute, H.B. 601, permits minors to make valid con- 
tracts to finance their education at the collegiate level. 

Maine also in H.B. 793 repealed a prohibition against stock col- 
lateral loans by a trust company to its personnel. 


MARYLAND: Chapter 205 provides for the first time a comprehen- 
sive scheme of regulation of savings and loan associations or similar or- 
ganizations. Like Alaska, Maryland had no previous regulatory statute. 
The Maryland enactment emphasizes regulatory aspects and_ vests 
in a 7-member board and a director, regulatory powers. Supervision 
will be by different authorities than those who supervise banks. 
Existing associations are required to qualify under the Act and out-of-state 
associations may qualify to do business in the state. Branches may be 
authorized by supervisory authorities and “give-aways” to obtain new 
accounts are regulated. The enactment also includes a franchise tax of 
1/100 of 1% of the aggregate withdrawal value of free shares. 
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MASSACHUSETTS: The 8% maximum tax on bank net income is 
extended to June 1, 1963 by Chapter 139. Another enactment, Chapter 
250, exempts from tax interest received by residents of the state on de- 
posits in any bank of another state providing a similar exemption for de- 
posits of its residents in Massachusetts banks. 

Chapter 338 includes as a holiday for certain purposes October 12. 


Limits on construction loans by savings banks are raised in Chapter 
327. 


MINNESOTA: Savings and loan associations are permitted under 
Chapter 198 to make loans secured by certain leaseholds. 


NEW MEXICO: H.B. 50 enacts the Unform Commercial Code ef- 
fective at midnight, December 31, 1961. New Mexico thus becomes the 
third state to enact the Code this year. The New Mexico Code follows 
the example of Arkansas in providing that certain instruments payable at 
a bank are not equivalent to an order on the bank. In addition, the pro- 
vision permitting the payor bank to directly return an unpaid collection 
item to the first bank handling it for collection was adopted. All nine 
Code states have adopted the optional direct-return provision. With res- 
pect to secured loans, it is provided for most purposes that a financing 
statement shall be filed locally in some instances and centrally in other 
instances. 


NEW YORK: Savings banks are now permitted, under Chapter 164, 
to rent safe deposit boxes in which to keep personal property and papers 
of any nature. A former provision which might restrict what may be 
kept in a safe deposit box at a savings bank and which prohibited rental 
of a box to a municipality has been replaced. 

Chapter 185 permits banks, trust companies, industrial banks, savings 
banks and savings and loan associations to own real estate in order to 
provide parking facilities for their employees. 

An enactment of interest to trust personnel is Chapter 284 which 
provides that a common trust fund which holds securities that have gone 
down in market value need not sell such securities merely because of 
such drop in value. 

A New York law that might not be so enthusiastically received by 
some bankers and other lenders is Chapter 401 which amends the Uni- 
form Trust Receipts Act to permit a person who is about to purchase 
goods subject to a trust receipt interest to require from the lender a 
certain statement as to the goods which are subject to such interest. This 
enactment might place on bankers and other lenders an unnecessary 
burden. 


NORTH DAKOTA: H.B. 875 enacts the Uniform Securities Owner- 
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ship for Minors Act, the first state to do so. This enactment permits an 
issuer or transfer agent to deal with a person who acquires or transfers 
securities without the necessity of inquiry as to the age of such person 
and appears somewhat analogous to laws of most states which permit a 
bank to deal with a minor’s account as if he were an adult. 

Another enactment, H.B. 923, amends the “bad check” law to specify 
that “no account” checks are within the terms of the law and to pro- 
vide stronger enforcement provisions. 

S.B. 141 affects credit unions by permitting unsecured loans without 
limitation if certain conditions are met, by exempting credit unions from 
most state and local taxes and by permitting conversion from a Federal 
to state charter and vice versa. 


SOUTH CAROLINA: The requirement that banks retain perma- 
nently capital stock ledgers and certain other records was deleted by 
H.B. 1385. 

South Carolina in S.B. 173 also enacted amendments to the laws 
governing credit unions. Most of the changes relate to administrative 
requirements but it is also provided that a credit union may convert from 
a Federal to state charter and vice versa. 


TEXAS: S.B. 140 gives statutory recognition to “pour-over” trusts. 

Another enactment of interest to trust officers is $.B. 142 which per- 
mits, under conditions of reciprocity, out-of-state trust companies and 
national banks located in other states to act in certain fiduciary capa- 
cities in Texas. 


Another enactment, S.B. 145, makes various changes of an administra- 
tive nature in the laws governing credit unions. This enactment also 
permits dividends from the first of the month on investments or savings 
received up to the tenth of the month. 


UTAH: A number of new savings and loan provisions were added 
by S.B. 46. Most of the additional provisions permit savings and loan 
associations of Utah to exercise broad additional powers. The banking 
laws there fail to accord many like powers to banks of that state. Among 
other things, the power to invest in savings and loan associations is given 
to a virtually unlimited class of investors, including fiduciaries of all 
kinds, profit-making organizations and governmental units. Some of 
the classes of investors do not have similar powers to open savings ac- 
counts in banks. Broad lending powers are also given, including the 
power to purchase, sell and service loans. These provisions are similar 
to those of the Alaska enactment, reported above. In addition, provision 
is made for qualification by out-of-state associations to do business in the 
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state and the insurance of shares or accounts by private insurance com- 
panies is regulated. 

Another enactment, S.B. 48, permits the State Depository Board to 
change the rates of interest payable by banks on deposits of public funds. 





WASHINGTON: Another recent state enactment regulating credit 
life insurance and credit accident and health insurance is Chapter 219. 
Credit group life insurance may not exceed the indebtedness covered or 
$10,000, whichever is less, and the term may not exceed more than 15 
days beyond maturity. Provision is made for premium refund if the 
debt is prepaid in full. It is required that policy forms and schedules 
of premium rates be filed with the insurance commissioner. The bor- 
rower shall not be required to pay more than the actual premium for the 
insurance coverage; and it is provided that the borrower, if required by 
the lender to take out such insurance, has the option of furnishing such 
policy from a company selected by him. 

Chapter 222 makes various administrative changes relating to sav- 
ings and loan associations and also changes reserve requirements and 
examination and license fees. It is provided that an out-of-state associa- 
tion doing business within the state need not make the required deposit 
of securities with supervisory authorities if the out-of-state association is 
insured by the Federal Savings and Loan Insurance Corporation. 

Miscellaneous changes to laws governing mutual savings banks were 
made by Chapter 80. Among other things, the limit of a single account 
is raised from $15,000 to $25,000, certain no-passbook vacation plan or 
similar kinds of savings accounts are permitted, mortgage loan limits 
and maximum terms of certain loans are raised and the limits on certain 
loans secured by real estate leaseholds are also raised. 


WEST VIRGINIA: It is provided in H.B. 298 and H.B. 300 that the 
filing requirements relating to chattel mortgages and conditional sales do 
not apply where the securitiy is a motor vehicle. 











UNIFORM ACT FOR SIMPLIFICATION OF FIDUCIARY SE- 
CURITY TRANSFERS: This Uniform statute was presented by the 
National Conference of Commissioners on Uniform State Laws for enact- 
ment by the states several years ago. Prior to 1961, it had been en- 
acted by 22 states and the District of Columbia. Essentially, it pro- 
vides that an issuer of securities or a transfer agent need not satisfy itself 
of the authority or right of a fiduciary to transfer securities where regis- 
tered in the fiduciary’s name. In addition, the Act provides simplified 
requirements for transfer where it is made by a fiduciary who is not the 
registered owner of the securities to be transferred. The benefits of the 
Act are also conferred upon others who participate in the process of trans- 
fer of securities, such as one who guarantees a signature. 
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The following additional states have adopted the Act thus far in 1961: 
Arizona, H.B. 96; Indiana, $.B. 178; Kansas, H.B. 116; Minnesota, Chapter 
462; Nebraska, L.B. 145; North Dakota, H.B. 821; South Dakota, S.B. 26; 
Utah, S.B. 148; Washington, Chapter 150; and West Virginia, H.B. 274. 
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EFFECTIVE DATE OF MARYLAND SAVINGS AND of 

LOAN LAW STALLED 

The effective date of Chapter 205 of the Maryland Laws of 
1961, reported in “State Banking Legislation”, which enacts for 
the first time a comprehensive scheme of regulation of savings 
and loan associations has been postponed by referendum petitions 

which, under Maryland law, appear to make necessary the holding al 

of a general referendum on the statute at the 1962 general election. of 

Thus Maryland may for an additional period of time remain the is 

only state to have no comprehensive savings and loan laws. Wheth- he 

er the petitions are legally sufficient is not known at this time, but ne 

it is clear in any event that the effective date of the new law will be 

be postponed for an indefinite period. The calling of a special th 

session of the Legislature to enact an emergency savings and loan pr 

law is possible. of 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Lien Did Not Relate Back Where Property is Subsequently Acquired 
Opinion of the Attorney General, Minnesota, February 1, 1961 


The testatrix had received old age assistance from the government 
for a long period prior to her death. During that time she owned no 
real property, and no old age assistance lien was filed. Subsequent to 
this period, the testatrix inherited real property, which passed to her 
devisees upon her death. After death, an old age assistance lien was 
filed and a claim made against her estate. Held: The real property passed 
to the devisees immediately upon death, and the later filed lien did not 
attach to this property. The State has a claim only as a general creditor 
of the estate. 





Limitation Over Intended to Create Life Estate 
Maxwell v. Grantham, North Carolina Supreme Court, February 4, 1961 


Decedent bequeathed the residue of her estate to her sister for life, 
and provided that after her death “this estate is to become the property 
of my nephew. ... At the death of my nephew .. . the property 
is to be inherited by his children.” After the death of decedent's sister, 
her nephew brought an action to have the will construed. Held: The 
nephew has only a life estate in the property. While the language of the 
bequest to the nephew, standing alone, would create a fee simple estate, 
there were no indications of a power in the nephew to dispose of the 
property, and, in addition, there was a limitation over to the children 
of the nephew. 





Right to Waiver is Not Affected by Claims Against Estate 
Opinion of the Attorney General, North Carolina, February 13, 1961 


The Attorney General of North Carolina has recently ruled in con- 
nection with the statutory provision regarding the right to elect against 
the will of a deceased spouse. The statute provides that the surviving 
spouse may not dissent from the will if he receives one half or more in 
value of all property passing upon the death of the deceased spouse. 
Held: The statute contemplates all the property passing upon death 
without regard to debts, costs of administration or taxes. The right to 
dissent should not be affected by matters which might not become known 
during the six months period permitted to file the dissent from the will. 
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Right of Waiver May Survive Death 
Old Colony Trust Company v. Coffman, Massachusetts Supreme Judicial Court, 
March 3, 1961 

A testatrix made no provision in her will for her husband, and the 
conservator of the husband filed a waiver of the will. The right of waiver 
in Massachusetts is personal to the surviving spouse, and if exercised by 
a conservator, must be approved by the probate court to determine if it 
it is in the best interests of the spouse. Here, the husband died after the 
waiver petition had been filed, but before the court had ruled. Held: 
The waiver was properly approved after the death of the husband. Al- 
though the duties of the conservator ended with the death of his ward, 
the interest of the spouse was an asset of his estate over which the court 
continued to possess jurisdiction after his death. 


Implied Contract For Services Gives Rise to Valid Claim 
Estate of Crisan, Michigan Supreme Court, March 1, 1961 


Decedent collapsed and was removed by the police department to 
its receiving hospital, where she remained fourteen days. Thereafter, 
decedent was transferred to a public hospital where she died eleven 
months later without having regained consciousness. The city depart- 
ment of health presented a claim for services rendered, which was re- 


jected on the grounds that the decedent, because incompetent, and the 
hospital, because it was municipally owned, each was under a disability 
to contract. Held: The claim is valid. There is no requirement that a 
public hospital provide only free care. Further, one who supplies serv- 
ices under these conditions is entitled to restitution, under the rule de- 
signed to promote the rendering of help to persons in emergencies. 


No Action For Breach of Contract in Case of Wrongful Death 
Kilberg v. Northeast Airlines, Inc., New York Court of Appeals, January 12, 1961 


Decedent was killed in an airplane accident in Nantucket, Massa- 
chusetts while en route from New York City. His representative sued 
the airline in New York, alleging a first cause of action under the Massa- 
chusetts wrongful death statute, and, because of the limitation of dam- 
ages under that statute to $15,000, a second cause of action for breach of 
a contract to carry him safely to his destination. Held: An action for 
wrongful death derived only from statute, and there was no separate 
right to sue for breach of contract. However, since a limitation on 
damages for wrongful death is contrary to New York public policy, the 
Massachusetts limitation would be treated as one solely of procedure, 
and would not control in the New York action. 





TRUST DECISIONS 


Limitation on Power of Appointment Was Valid 
Matter of Ford, New York Court of Appeals, February 8, 1961 


Decedent's father bequeathed his residuary estate in trust for dece- 
dent, providing that, upon the death of the decedent, if decedent’s wife 
was dead “or if living shall be legally separated from or divorced from” 
decedent, the remainder would be distributed as the decedent might ap- 
point. If, however, decedent’s wife survived him and was not legally 
separated or divorced, the remainder was bequeathed to decedent's 
issue. Decedent's exercise of the power in favor in part of his surviving 
wife was claimed by his representative to be valid, since the limitation 
in the will of decedent’s father would tend to encourage separation or 
divorce, and was thus invalid as against public policy. Held: The lim- 
itation was valid, and decedent’s attempt to exercise the power was 
ineffectual. 


Court May Decline to Exercise Jurisdiction to Probate Will 
Dominion National Bank v. Jones, Virginia Supreme Court of Appeals, March 6, 1961 


Decedent died domiciled in Tennessee, but had a bank account and 
‘lockbox” in Virginia, and was a partner in a business which owned real 
estate and did business in Virginia. Held: The bank account, business 
interest and bonds in ihe “lockbox” had a situs where physically located, 
and the probate court had jurisdiction to admit the Will to probate for 
ancillary administration. It did not appear, however, that any real 
estate in Virginia would pass under the Will, and no creditors appeared 
to have claims against the intangible property in Virginia. In the ab- 
sence, therefore, of peculiar circumstances requiring probate of the 
Will in Virginia, the lower court could properly rely on the administra- 
tion of the estate in Tennessee, and decline to assume jurisdiction over 
the estate. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Retroactive Exemption of Gifts Was Valid 
Fulton Foundation v. Department of Taxation, Supreme Court of Wisconsin March 7, 1961 


Decedent and his wife organized a charitable foundation and made 
gifts to it in 1948. The foundation made no contributions and had no 
expenses in 1948. An amendment to the Wisconsin gift tax statute, 
effective in June, 1949, exempted gifts to charities operating principally 
in Wisconsin. The amendment was effective as to gifts made in 1949, 
and to gifts made prior thereto on which no gift tax had been paid. 
Held: The gifts in question were exempt. The foundation’s activities in 
1948, such as they were, were carried on in Wisconsin, and the test pro- 
vided for expenditure of funds was not an exclusive test of where opera- 
tions were principally carried on. Further, while the Department of 
Taxation was permitted to raise the question of the constitutionality of 
the retroactive exemption granted by the legislature, since the issue of 


whether public funds were being expended for private purposes was one 
of great public concern, the court concluded that the legislature possessed 
the power to grant the exemption. 


Bequest to United States to Retire National Debt is 
Subject to Inheritance Tax 


Opinion of the Attorney General, Texas, Febuary 28, 1961 


Decedent bequeathed a portion of her estate in trust, directing that 
the income be paid to the United States to be used “for the retirement of 
the National Debt.” The applicable Texas statute exempts bequests to 
the United States only if they are to be used in Texas. The United States 
Treasury had offered to maintain the income in a separate account in 
Texas, and to redeem only obligations presented there, but it was ruled 
that the benefit to Texas from such a plan would be too indirect to com- 
ply with the statute. The Treasury then amended its proposal to provide 
that the account would be used only to redeem obligations owned by 
residents of Texas. Held: The benefits would still be too indirect; the 
residents of all the states would benefit from the retirement of the na- 
tional debt. 





TAX DECISIONS 


Committee Recommends Increase in Credit for State Death Taxes 
Report of the Advisory Commission on Intergovernmental Relations, January, 196! 


The Commission, charged by law with the duty of recommending 
methods of coordinating and simplifying the tax laws, has made certain 
recommendations with respect to inheritance, estate, and gift taxes. 
These, in essence, would result in the replacement of the present credit 
for state death taxes against Federal estate tax, by a two-bracket credit 
which would earmark for the States a large share of Federal tax liabili- 
ties in lower tax brackets, and a small share in the higher brackets. Fur- 
ther recommendations are that the States be required to increase their 
taxes so that the benefit does not accrue to the taxpayers, and that the 
higher credit be limited to State estate taxes, and not inheritance taxes. 


Interest Accrues From Date of Assessment of Tax 


Estate of L. M. Colfelt v. Commissioner of Internal Revenue, 
United States Tax Court, February 20, 1961 

The executors of decedent’s estate remitted $25,000 to the district 
director on May 1, 1958 in anticipation of the assertion of an estate tax 
deficiency in that approximate amount. A notice of deficiency was 
mailed to the executors on June 11, 1958, but the deficiency was 
not assessed until February 5, 1960. Later, it was conceded that no de- 
ficiency was proper, and that almost all of the 1958 payment resulted in 
overpayment of estate tax. Held: The overpayment was made on 
the date the tax was assessed. Therefore, interest on the overpayment 
should be computed from February 5, 1960, and not from the date either 
of payment or the notice of deficiency. 


Creation of Joint Tenancy is Valid Gift 


Estate of Leo D. Burns, Orphans’ Court of Philadelphia County, 
Pennsylvania, March 7, 1961 

Decedent’s sister and decedent created a joint tenancy with right of 
survivorship in a bank account and in certain shares of a savings and 
loan association. Decedent’s sister survived him by less than three 
months. The evidence was clear that decedent’s sister had furnished all 
of the property used to create the joint tenancies. Held: One-half of 
of the value of each account is taxable in decedent’s estate. Under 
Pennsylvania law, the creation of such tenancy meets the requirements 
of a valid gift, and the statute taxing one-half of the value in the estate of 
the first to die is constitutional. 
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Probate Court Decree Not Binding on Federal Court 
Estate of Floyd B. Faulkerson v. United States, United States District Court, 
Northern District Indiana, March 29, 1961 

Decedent’s will bequeathed “the use, income, rents and profits” of 
his entire estate to his wife for life, and on her death, to their children in 
trust until the beneficiary reached the age of 35. The final clause in de- 
cedent’s will bequeathed the “residue” of his estate to his wife. At the 
time of decedent’s death, each of his children had reached the age of 35, 
and the probate court awarded the entire estate to decedent’s widow in 
fee. Held: No marital deduction is allowable. The order of the pro- 
bate court is not binding, since it is a court of inferior jurisdiction the de- 
cisions of which do not control other similar courts in the State. Further, 
the trust for the children is valid, although, because of their age, all that 
remains to be done on the death of the widow is the distribution of the 
trust corpus. 


Payment of Tax From Residue is Not Subject to Inheritance Tax 


Estate of Martha W. Glassner v. Carman, West Virginia Supreme 
Court of Appeals, March 28, 1961 


Decedent made certain specific pecuniary bequests, and directed that 
payment of the inheritance taxes thereon be made from the residue of her 


estate. The Tax Commissioner claimed that payment of the taxes con- 
stituted a further bequest to the legatee on which inheritance tax was due. 
Since each successive tax payment in turn was claimed to be a taxable 
gift, successive tax assessments were made until the “gift” reached zero. 
Held: The tax should be computed once on the value of the original 
bequest, and the payment thereof is not a further gift to the legatee. The 
question of whether the amount used to pay the tax should be subject to 
tax is not decided. 


New York Estate Tax Regulations Amended 


On March 23, 1961, the New York State Tax Commission amended 
the provision of the Estate Tax Regulations which deals with the require- 
ments for the transfer by a bank or other institution of cash, deposits, 
stock or securities belonging to or standing in the name of a decedent. As 
amended, transfer may be made to a surviving joint tenant, an executor 
or administrator, or other person to whom payment is authorized by 
law, provided the value of the cash or deposits, or the stock or securities, 
does not exceed $2,000. The prior maximum was $500. The require- 
ment that no transfer may be made of property in a safe deposit box until 
the box has been opened in the presence of a representative of the State 
Tax Commission continues to be in force. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Life Tenant, Remainderman, 
and Growth Stocks 


Robert R. Duncan, President of 
the ABA’s Trust Division, has re-ex- 
amined, in the light of present con- 
ditions, the relationship between 
life tenant and remainderman in a 
trust with successive beneficiaries. 
He reappraises this relationship and 
its impact on the portfolio of such 
atrust operated under the Prudent- 
Man Rule. 

This reappraisal seems timely in 
view of many factors. Among them 
are the decline in the value of 
the dollar during the last genera- 
tion; the “Buy now—pay later” con- 
cept in both government and pri- 
vate life; the talk among some eco- 
nomists about a “creeping inflation” 
of the order of 3 per cent a year. 

“Under these circumstances,” de- 
clares Mr. Duncan, “remaindermen 
cannot be blamed if they take a dim 
view of receiving, in dollar value, 
only the appraised value of the 
estate a generation earlier. These 
remaindermen demand, and_ it 
seems to me with considerable jus- 
tice, that trust funds should be in- 
vested so that there will be an ap- 
preciation in their value to offset 
the lessening in the worth of the 
dollar over the period of the opera- 
tion of the trust. When the perfor- 
mance of a trustee or investment 
manager today is examined as to 
the success of his operation, he can 
no longer point proudly to the fact 
that the principal of the trust is in- 
tact. Rather he will be asked when 
he established his original book 
value, what the averages were at 


that time; and his success will be 
measured by how much more than 
that is the current market of the 
trust portfolio.” 


Under our present economic sys- 
tem, the ABA trust officer adds, it 
is difficult to quarrel with this ap- 
proach. As a matter of fact, the 
remainderman’s demand seems an 
appropriate criterion when the 
contract does not require any par- 
ticular segregation between prin- 
cipal and income. However, on oc- 
casion, it does put a conscientious 
trustee in an almost intolerable 
position. This is particularly true 
when he must endeavor to assure 
impartial treatment to successive 
beneficiaries while, at the same 
time, trying to make certain that 
the life tenant gets the benefit of 
the doubt. 


In his quest to find a happy solu- 
tion, the trustee is bound by an- 
other important and controlling 
consideration. Regardless of the 
treatment of successive benefic- 
iaries, a trustee is not permitted to 
speculate. And if, as is often the 
case, the remaindermen are anxious 
to include so-called “growth stocks” 
in the portfolio, where does this 
leave the trustee? “How,” asks Mr. 
Duncan, “are we to reconcile the 
duty of the trustee not to speculate, 
to produce a reasonable income for 
the life tenant, and to protect the 
remainderman from the erosion 
caused by the forces of inflation?” 


The difficulty with growth stocks, 
Mr. Duncan observes, is the pre- 
occupation of so many people with 
making capital gains. When a 
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“glamor” stock first starts to show 
signs of promise, it is a little too 
speculative to justify its inclusion in 
a Prudent-Man Portfolio. This is 
because individual investors—who 
are capital gains hungry—send the 
stock skyrocketing. And by the time 
the stock may have escaped from 
the category of speculation, its 
price-earnings ratio has gone so 
high the Prudent-Man trustee finds 
himself on the other horn of the 
dilemma—there is no longer suffi- 
cient income available to satisfy the 
trustee’s obligation to the life ten- 
ant! Rationalization of a consider- 
ed approach to this problem, says 
Mr. Duncan, “is almost surely going 
to bar us from acquiring these fan- 
tastic growth or ‘glamor’ stocks in 
the early stages of their develop- 
ment.” 


Of course, where trust instru- 
ments are not restricted to the 
Prudent-Man Rule, the trustee may 
proceed beyond its limitations. Typ- 
ical of such a situation is the agency 
account where the difference be- 
tween income and principal is of no 
importance as far as the present 
situation is concerned. Here the 
trustee can make recommendations 
which concern themselves entirely 
with anticipated improvements in 
market value. 


But where the trustee is not vest- 
ed with special investment powers 
and a Prudent-Man Rule applies, 
what should he do? In this con- 
nection, Mr. Duncan suggests a 
dual approach. First, the circum- 
stances of the beneficiaries of the 
particular trust should be carefully 
reviewed. Second, growth stocks 
should be separated into categories. 

Of utmost importance is the need 
of the specific life tenant. Take the 
case of the elderly widow who 
needs the income for tomorrow 
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morning’s breakfast. In this in- 
stance, Mr. Duncan declares, it is 
wrong to speak in terms of substan- 
tial sacrifice of income for possible 
later capital gains. However, it 


does not follow that the entire fund 
must be invested in interest-bearing 
securities, as “there are many stocks 
which produce a reasonable income 
and yet have growth possibilities.” 


Visualize the case of a substan- 
tial trust held for the benefit of a 
widow with the remainder going to 
her children. There is ample in- 
come for the life tenant’s needs 
who, in this instance, happens to 
want her children to inherit sub- 
stantial property. Under these cir- 
cumstances, a trustee could be justi- 
fied in seeking out lower-income 
growth stocks and would be free of 
criticism for not treating successive 
beneficiaries fairly. The point which 
Mr. Duncan emphasizes is that the 
question of fairness as between 
successive beneficiaries requires a 
close analysis of the facts in each 
trust. It also requires a tailor-made 
investment portfolio to fit the sit- 
uation. 


Reverting to his discussion of 
growth stocks, Mr. Duncan deplores 
the current tendency to confuse 
growth with glamor and to import 
into the meaning of the word 
“growth” some content of “mush- 
room” growth. Here he refers to 
new and violently active exploita- 
tion of the new technological and 
scientific breakthroughs that have 
emerged so rapidly in these post- 
war years. But this isn’t the only 
kind of growth, he comments. 
“There is an extensive middle 
ground in which vigorous elements 
of growth may be found and yet 
where management has already 
found the skills to conduct a reason- 
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ably profitable enterprise while 
growth is occurring. Many utility 
stocks, unglamorous though they 
may be, are a shining example of 
this group... . 

“Then there are the stocks of 
companies which have become firm- 
ly established on a profitable basis 
but whose managements have been 
constantly venturing into the new 
fields that our scientists and tech- 
nologists are pulling out of the hat 
every day... .” 

Mr. Duncan sums up by saying 
that the Prudent-Man trustee must 
view the whole spectrum of com- 
mon stocks through glasses which 
do not bear the rosy tint of specula- 
tion; he must be aware of the needs 
of his beneficiaries and must choose 
an investment program in the light 
of these needs that will stand the 
test of impartiality. However, he 
must nevertheless acquire in his 
common stock portfolio those stocks 
which have a reasonable expecta- 
tion of increasing in value while 
they continue to provide a living for 
the income beneficiaries. 


Savings Bond Anniversary 


Here are some facts on the Series 
E Savings Bond Program, which 
reached its 20th anniversary on May 
1, 

Some 45,000 companies, large 
and small, participate in the pay- 
roll savings plan for the monthly 
purchase of U.S. savings bonds. 

More than 8 million workers, sav- 
ing an average of $20 each month, 
are now enrolled under the plan. 

Banks account for over half of 
the sale of Series E and H bonds. 

About 80 per cent of all bonds 
sold are issued by banks. This is 
done directly, or indirectly through 
handling of payroll savings ac- 
counts for industry. 
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The Treasury Department has of- 
fered 10-year extensions which are 
automatic, not requiring any action 
by the owner of the bond. Latest 
of these extensions, applicable to 
bonds issued from May 1941 to May 
1949, was announced recently. 
Owners who purchased $100 bonds 
for $75 in that periud and who con- 
tinue to hold them through the 
latest extension period will receive, 
at maturity, amounts ranging from 
$195.04 to $204.60, depending on 
the original issue date. 

This summary was presented in 
a recent Monthly Review of the 
Federal Reserve Bank of Kansas 


City. 
Term Loans 


Dale E. Sharp, president of the 
Morgan Guaranty Trust Company 
of New York, takes issue with those 
bankers who question the wisdom 
of making so many term loans. He 
examines the point of view that de- 
mand deposits should be matched 
against short-term, self-liquidating 
loans, and that bankers should “stop 
borrowing short and lending long.” 

In this connection, Mr. Sharp 
makes the following pertinent ob- 
servations: 

1. A regularly amortized term 
loan may be more liquid than a con- 
tinuously renewed demand loan. 

2. Today, commercial banks re- 
present almost the only source of 
intermediate-term lending. 

3. Compared to almost any 
other category of loans in the banks, 
the average quality credit repre- 
sented by term loans is superior. 

4. A revolving fund of substan- 
tial magnitude is provided by the 
maturities which occur each month 
of the year and by occasional pre- 
payments. 

5. During most of the past twen- 
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ty years, commercial banks would 
have been loan-hungry, had they 
not been willing to extend credit 
beyond the traditional 90-day ma- 
turity. 

A continuation of the present 
trend, states the Morgan Guaranty 
prexy, will witness a greater portion 
of time loans than can be covered 
by time deposits whose volume can 
be governed by bank rate adjust- 
ments. 

With reference to the practice of 
some European banks, which sell 
intermediate-term debentures with 
seven or eight year maturities to 
cover their own intermediate-term 
loans, Mr. Sharp has this to say. The 
rate that would be required on such 
debentures in this country would 
probably be too high; also, there is 
almost no market for such obliga- 
tions other than the commercial 
banks which would be issuing the 
debentures; furthermore, most 
bankers dislike showing borrowings 
in their statements. 


Finance Charges to Consumers 


A recent issue of The Supervisor, 
journal of the National Association 
of Supervisors of State Banks, item- 
izes the requirements of the “Truth 
in Lending Bill,” introduced by 
Senator Paul Douglas of Illinois. 

The bill would require any credi- 
tor to furnish each borrower a state- 
ment in writing identifying: 

1. The cash price or delivery 
price of the property or service to 
be acquired; 

2. The amounts, if any, to be 
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credited as down-payment and/or 
trade in; 

3. The difference between the 
amounts set forth under clauses | 
and 2; 

4. The charges individually 
itemized, which are paid or to be 
paid by such person in connection 
with the transaction, but which are 
not incident to the extension of 
credit; 

5. The total amount to be f- 
nanced; 

6. The finance charge expressed 
in dollars and cents; 

7. The percentage that the f- 
nance charge bears to the total 
amount to be financed, expressed as 
a simple annual rate on the out- 
standing balance of the obligation. 

Purpose of Senator Douglas’ leg- 
islation is “To assist in the promo- 
tion of economic stabilization by re- 
quiring the disclosure of finance 
charges in connection with exten- 
sions of credit.” 


Odds and Ends 


The American Bankers Associa- 
tion is now distributing to member 
institutions a pamphlet “Direct 
Verification for Smaller Banks.” 
This “how-to” manual was devel- 
oped by the Country Bank Op- 
erations Committee and the In- 
surance and Protective Committee. 
Its purpose is to enable banks to 
take added precautions against in- 
ternal fraud by verifying, through 
correspondence with customers, the 
accuracy of account records kept 


in banks. 
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BOOKS FOR BANKERS 


PRINCIPLES OF PUBLIC UTIL- 
ITY RATES. By James C. Bon- 
bright. Columbia University 
Press. New York. 1961. $10.00. 
Pp. 433. Professor Bonbright 
is the country’s outstanding au- 
thority in the field of public 
utility regulation and this vol- 
ume represents the fruition of 
his life-time efforts. Rate-mak- 
ing is considered in the light 
of modern economic theory. Al- 
though sharply critical of some 
of the contentions advanced by 
public utility companies, on the 
whole, current rate-making prac- 
tices are endorsed. This book 
will be avidly read at commis- 
sions, colleges and in industry 
and will be a recognized land- 
mark in the field as long as there 
are public utilities to regulate. 


CASES IN REAL ESTATE FI- 
NANCE. By James C.T. Mao. 
Bureau of Business Research, 
Univ. of Michigan School of 
Business Administration. Ann 
Arbor, Mich. 1959. Pp. 115. 
$3.00. This volume emphasizes 
problems of the lender and bor- 
rower in the financing of dif- 
ferent types of properties. Spec- 
ific case studies cover a single- 
family dwelling, a motel, an 
apartment house, a shopping 
center, and a subdivision. Thus 
the author helps to bridge the 
gap between theory and practice 
and fashions a book particularly 
helpful in the valuation of real 
estate. 





MONEY IN A THEORY OF FI- 


NANCE. John G. Gurley and 
Edward S. Shaw. The Brookings 
Institution, Washington, D.C. 
1960. Pp. 359. $5.00. This vol- 
ume discusses the role of finan- 
cial markets and institutions in 
a growing economy. The au- 
thors present a theory of finance 
that encompasses the theory of 
money and a theory of institu- 
tions that includes banking the- 
ory. The study which led to 
the writing of this book began 
as an investigation in trends of 
commercial banking. When it 
became apparent that a body of 
theory was needed to explain in 
addition, the relations of com- 
mercial banking with other non- 
banking financial institutions, the 
work was expanded to include 
these other considerations. In 
essence, the authors have worked 
out a theoretical explanation of 
how debt, financial assets, finan- 
cial institutions and financial 
policies shape and in turn are 
shaped by general levels of 
prices and output. 


INVESTMENT PORTFOLIO 


MANAGEMENT IN THE 
COMMERCIAL BANK. By 
Roger A. Lyon. Rutgers Uni- 
versity Press. New Brunswick, 
N.J. 1960. $4.50. Pp. 210. This 
volume examines the interplay 
of the extraneous factors govern- 
ing bond market movements and 
those bank internal considera- 
tions which necessarily affect in- 
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vestment policy. The author 
outlines the development of a 
flexible investment policy adapt- 
able to a flexible bond market. 
The latest publication in the Rut- 
gers Banking series, it is a valu- 
able and practical tool for the 
bank bond portfolio manager. 


STATISTICAL MEASURES OF 


CORPORATE BOND FINANC- 
ING SINCE 1900. By W. Brad- 
dock Hickman. Princeton Uni- 
versity Press, Princeton, N.J. 
1960. Pp. 582. $9.00. This is 
the finale of a project designed 
to provide basic statistical data 
on corporate bond financing in 
a form that would prove useful 
to investors and government 


agencies, and which would in- 
terpret the behavior of these 
series as well. It will be recalled 
that the preceding volume of 


this series, the second, was essen- 
tially an analytical study of the 
detailed characteristics of bond 
offerings, outstandings, and de- 
faults, and of the experience rec- 
ord in different quality classes. 
This final volume of the Na- 
tional Bureau of Economic Re- 
search contains the basic statis- 
tics on which the prior report 
was based. In addition, it in- 
cludes supplementary tables and 
a description of the estimating 
procedures used. 


A PROGRAM FOR MONE- 


TARY STABILITY. Milton 
Friedman. Fordham University 
Press, New York. 1960. Pp. 110. 
$2.75. Growing out of a series 
of lectures given in 1959, this 
book outlines a program for 
monetary stability based on cer- 
tain changes in the commercial 
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banking system and the role of 
government in the field of eco- 
nomics and finance. Professor 
Friedman’s short treatise exam- 
ines the background of our mon- 
etary policy, the tools of the fed- 
eral reserve system, debt man- 
agement and reform and the 
goals and criteria of monetary 
policy. In doing this he sug- 
gests various changes in our 
present monetary controls. For 
example, he recommends that 
the federal reserve authorities 
abandon rediscounting and var- 
iations in legal reserve require- 
ments on the ground that federal 
open market operations are ade- 
quate to regulate the money sup- 


ply. 


GOVERNMENT PUBLICA- 


TIONS AND THEIR USE. By 
L. F. Schmeckebier and R. B. 
Eastin. The Brookings Institu- 
tion. Washington 6, D. C. 1961. 
Pp. 476. $6.00. The authors 
furnish a much needed descrip- 
tion of the guides to U. S. Gov- 
ernment publications, which are 
vast in number and extensive in 
scope. Catalogs, indexes, bib- 
liographies and other sources of 
information are described and 
evaluated. Classification and 
titling systems are explained, 
and outstanding publications 
and series in important fields 
are pointed out. Distribution 
methods and availability are set 
forth. Twenty-two years have 
passed since the second edition 
of this work was published. This 
third and latest edition includes 
new chapters on Government 
periodicals and microfacsimile 
copies of Government publica- 
tions. 











